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Municipal Tax Referenda wid the Political Process 


GILBERT Y. STEINER 
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CONGRESS and most state legislatures 


are restricted in the formation of tax 
policy only by political and constitu- 
tional limitations: politically, tax policy 
becomes part of a legislative’ behavior 
complex that must be justified to the 
voting public at subsequent elections; 
constitutionally, tax levies must satisfy 
due process requirements, and in some 
cases, uniformity provisions. In addi- 


_ tion to these political and constitutional 


inhibitions, city councils and other 


local government legislative bodies are 


iil dha) ee 


often subject to an additional restric- 


tion in the form of local referenda on 


tax proposals —a sort of prenatal ex- 
amination with a chance for a legal 


~ abortion. 


= 


In many jurisdictions, the need to 
obtain formal approval from the voters 
has been no great handicap to the im- 
position of new tax levies in recent 
years. Toledo and Dayton, Ohio, citi- 
zens, for example, have approved 
municipal income taxes; the people of 
Baton Rouge, Louisiana, inflicted a 
sales tax on themselves, as have electors 
in many Mississippi cities. Voters in 
Lincoin, Nebraska, have approved an 
increase of about 20 percent in the tax 
limit provision of the city’s home-rule 
charter. Nevertheless, municipal off- 
cials frequently look on statutory refer- 
endum requirements as a_ principal 
impediment to the development of a 


balanced financial picture. For ex- 
ample, in prepared statements and in- 
testimony before the Illinois Legislative 
Commission on Municipal Revenue,* 
city and village officials objected to 
statutory provisions requiring referen- 
dum approval of (1) most property tax 
rate increases, (2) the imposition of 
new property taxes for specific pur- 
poses, and (3) the levying of a one- 
half percent municipal sales tax; and 
to the provision permitting 10 percent 
of the electors of a municipality hav- 
ing a commission form of government 
to demand a so-called backdoor refer- 
endum on virtually any ordinance, 
including tax levies. 

City officials object to tax referenda 
because they often fail to pass. The 
rationale for the demand for repeal of 
these provisions is that the city council 
is aware of what the electors really 
want and really need, whereas the 
electors themselves do not understand 
the real question and simply vote 


The Legislative Commission on Munici- 
pal Revenue was established pursuant to 
Senate Bill No. 734 of the Sixty-seventh 
Illinois General Assembly. (Laws of Illinois, 
1951, p. 1685.) This interim commission was 
charged with the responsibility of studying 
the revenue problems of Illinois cities, vil- 
lages, and incorporated towns and reporting 
its findings by March 1, 1953. The author 
is research associate with the Commission, 
but no opinions expressed here are to be 
construed as opinions approved or disap- 
proved by the Commission. 
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blindly against any tax increases. The 
implications of this point of view are 
of considerable interest both to the 
public official and to the scholar. In 
the first place, to hold such a position 
is to support—at least at the city 
level — an increase in legislative rather 
than voter responsibility for policy de- 
cisions, even where the legislature is 
at odds with the voters. Second, this 
position suggests frankly that these city 
legislators are striving to find ways and 
means of disregarding the apparent 
will of their political sovereigns. Unless 
a neurotic tendency toward political 
suicide exists at the local level, it must 
follow that the officials do not foresee 
any lessening of their chances for re- 
election as a consequence of making 
decisions that (a) could be passed on 
and (b) are readily admitted to be 
contrary to what the results of refer- 
enda would be. 

This paper is ultimately concerned 
with the formation of hypotheses that 
will explain (1) the relationship be- 
tween tax referenda results and muni- 
cipal tax policy, and (2) the use of an 
understanding of the political process 
to manipulate tax referenda. Group 
activity in Illinois is used as a case 
study approach to these general ques- 
tions. 


Referenda Results on Tax and 
Bond Issues 


Because Illinois provides for no offi- 
cial system of collecting financial sta- 
tistics of municipal governments, an 
attempt was made to determine recent 
financial referenda results by question- 
naire. There appears to be no method 
of comparing results with a current 
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norm, since the Census Bureau studie: 
of city proposals voted upon in the 
United States have not been publishec 
since 1942.7 

All 1,157 Illinois cities, villages, anc 
incorporated towns were asked: 
How many referenda dealing with financia 
questions have you had in your city since 
January 1, 1949? 
how many were: tax increases -...........--..---- 
hond iissies ye eee voters’ petitions ta 
disallow tax action other 
(specify nature) 20.20... 


On how many of these issues was the vole 
favorable to increased municipal revenues? 
On which issues? 


Data were obtained from 155 mu- 
nicipalities: 47 of more than 10,000 
population, representing 62.5 percent 
of that group; 46 of between 2,500 an: 
10,000 population, accounting for 26. 
percent of that category; and 62 of 
less than 2,500 population, a response 
of only 6.8 percent from that large 
group of small places. With every ques- 
tionnaire went the same covering letter 
in which it was explained that the in- 
formation was being collected solely to 
enable the Legislative Commission 


*U. S. Bureau of the Census, State and 
Local Government Special Studies, City Pro- 
posals Voted Upon, issued anne, 1938- 
1942. Subsequent material dealing with city 
referendum results is skimpy, particularly 
when cities under 25,000 are involved. For 
California cities, see Winston W. Crouch, 
“The Initiative and Referendum in Cities,” 
American Political Science Review, Vol. 
XXXVII (June, 1943), -p. 491, and 
Crouch, “Direct Legislation Laboratory,” 
National Municipal Review, Vol. XL (Feb- 
ruary, 1951), p. 81. Public Management will 
frequently include referenda results in gen- 
eral municipal news roundups, and some 
mention is often made in the “Finance Ad- 
ministration” section of the Municipal Year 
Book, but there is no organized storehouse. 
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understand the revenue problems of 
- Ulinois municipalities. A reasonable as- 


sumption is that cities and villages with 
such problems tended to answer be- 
cause Illinois is not a home-rule state, 
and cities are dependent on the Gen- 
eral Assembly for changes in their 
revenue potential. 


The larger cities (those of more 


than 10,000 population), reported a 


total of 51 referenda since January 1, 
1949, of which 24 dealt with bond 
issues, 24 with property tax rate in- 
creases, one with parking meters, one 
with the wheel tax, and one with the 
city sales tax. All of these last three 
were defeated. The 24 elections on 
bond issues resulted in 13 approvals 
and 11 rejections. The 24 tax rate ref- 
erenda produced 9 new levies or in- 
creased rates and 15 failures.* Nineteen 
of the large cities showed no referenda 
on financial questions for the period 
covered. Eleven of the remaining 28 
cities, accounting for 15 elections, re- 
ported all referenda results to be favor- 
able. Twelve municipalities, holding a 


*It is interesting to compare these muni- 
cipal results with Harold Gosnell’s observa- 
tions about results of state-wide financial 
referenda in another period: ‘The experi- 
ence of the voters in the various American 
states with popular law-making devices dur- 
ing the period 1924-36, shows that there is 
no general tendency for voters to take a 
negative attitude toward measures that come 
before them, that the voters have been most 
strongly opposed to measures which provided 
for new taxes or which regulated govern- 
mental expenditures, and that they have 
been most willing to support bond issues and 
measures which regulate public debts.’”’ Har- 
old F. Gosnell and Margaret J. Schmidt, 
“Popular Law Making in the United States, 
1924-1936” in New York State Constitu- 
tional Convention Committee, Problems Re- 
lating to Legislative Organization and 
Powers (Albany, 1938), p. 355. 


total of 21 referenda, have had only 
negative results, while five cities have 
had mixed success with 15 referenda. 

Municipalities in Illinois of less than 
10,000 population have had striking 
success in securing referendum ap- 
proval of proposed tax rate increases 
and bond issues alike. In the group 
between 2,500 and 10,000 population, 
46 municipalities reported 31 referenda 
and 26 successes: 17 of 19 bond issues 
were approved, 9 of 11 tax rate in- 
creases were approved, and one back- 
door referendum killed a non-prop- 
erty levy. Sixty-two municipalities of 
less than 2,500 population reported 29 
successful financial referenda of 37 
held. In this population classification, 
voter approval was given for 16 bond 
ISSUCSHEANC gen mataxemTiave meIne@Teases: 
whereas 5 bond issues and 3 tax rate 
increases were disallowed. 

Taken without regard to population 


differences, the responses indicate that 


of 119 financial referenda known to 
have been held in Illinois cities since 
January 1, 1949, 77 resulted in voter 
approval of increased taxes or bonded 
indebtedness. Sixty-four elections were 
held dealing with the issuance of bonds, 
and the voters approved in 46 in- 
stances; 51 elections were held dealing 
with property tax rate increases, and 
the voters approved in 31 cases; only 
three so-called backdoor referenda 
were reported, and in every case the 
voters disapproved council action; one 
unsuccessful attempt was made to en- 
act a.city sales tax. 

One of the surprising factors in the 
recapitulation is the trifling number of 
backdoor referenda — only three in the 
entire response. Under the statute ap- 
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plicable to cities with the commission 
form of government, the filing of a 
petition for a referendum compels 
council reconsideration, and it is a 
fact that in a number of cases cor- 
porate authorities repealed their ordi- 
nances rather than face a referendum, 
the costs of which must be assumed by 
the city regardless of the outcome. In 
general, city councils are unwilling to 
submit ordinances to backdoor refer- 
enda, although such votes can easily 
be timed to coincide with regular elec- 
tions, thereby minimizing .costs. 


Municipal Officials and Referenda 
Requirements 


Mayors, commissioners, aldermen, 
and corporation counsels representing 
cities of all sizes appeared before the 
Municipal Revenue Commission and 
urged repeal of referenda provisions. 
Some officials stated that the reason 
for rejection of tax increases at refer- 
enda is that voters felt that state aid 
should be forthcoming in lieu of in- 
creased municipal taxation. Many 
spokesmen argued that the voters are 
simply determined to oppose any pro- 
posed tax increase whatever the nature 
of the tax or its purpose. Others ex- 
pressed antipathy to the whole concept 
of the referendum. This group was not 
only pessimistic about chances for the 
success of referenda, but implied that 
their philosophical opposition would 
not be diminished by a change in 
referendum results. Spokesmen for this 
group included representatives of Ot- 
tawa (population 16,957), Evanston 
(population 73,641), and Benton (pop- 
ulation 7,848) : 


I think you’re on the right track to get ric 
of some of these technicalities of the com: 
mission form of government; frankly, gen: 
tlemen, they are bad.* | 
I think that all referenda should be taker 
off. I think it is unfair to the city for the 
Legislature to require municipalities tc 
submit questions of tax to a referendum.* 


Some of the taxpayers get the habit tha 
they are ‘general againsters’ and that they} 
can call for referendums and require spe+ 
cial elections for a lot of things that are 
entirely uncalled for.® 


The Finance Commissioners of Car 
bondale (10,921) and East St. Louis 
(82,295) tended to attribute the loss of 
referenda to the absence of grants-in4 
aid or tax sharing by the state. They 
held that the voters of their cities felt 
that tax money paid to the state was of 
no benefit to the cities: 


Our certified public accountant has indi 
cated that the City of Carbondale pays t 
the state and federal governments in hid 
den taxes over a ain dollars a year! 
and the only return we have is a little 
gasoline tax. The sentiment of the people 
is that the sales tax and cigarette ta 
should be returned in part.? 


We already have a 2¢ sales tax and do not 
want it increased any more. [The ba | 


*Tllinois Legislative Commission -on Mu+4 
nicipal Revenue, Hearings, Vol. II, p. 783 
Commission hearings were held on May 20, 
1952, at Carbondale for the southern Tinoig 
area; June 3-4, 1952, at Springfield for cen+ 
tral Tings: June 18, 1952, at DeKalb for: 
northern Tilinois- June 26, 1952, at Chicago 
for Cook Conny. country towns; at Chicag 
on September 23 and October 28, 1952, for 
the City of Chicago; and at Springfield on 
December 17, 1952, for any organized inter- 
est group wishing to be heard. Transcript 
of these hearings are hereafter referred to ay 
Hearings, Vols. I, II, III, IV, V, VI, and 
VII, respectively. : 

ean Vola lVetnis ts | 

* Ibid., Vol. I, p. 3. 

*Tbid., p. 8. 


feel the city gets no benefit from the pres- 
ent sales tax.® 
Almost every participant was asked 
whether he felt his city council would 
enact tax measures which now require 
referendum approval if the General 
_ Assembly were to eliminate that re- 
quirement. In general, the responses 
were affirmative. The mayor of Dan- 
ville (37,864), for example, who had 
_ remained “neutral” during a campaign 
for referendum approval of the sales 
_ tax in his city, told the Municipal 
Revenue Commission that he would 
vote for a city sales tax if the referen- 
dum requirement were eliminated. 
City officials who indicated that elim- 
ination of the referendum would not 
mean council action usually explained 


3 


; 
that this was because of some critical 
deficiency in the particular tax that 
made it inapplicable to their city, and 
not because of any reluctance to enact 
an ordinance that would not stand up 
in a popular vote. This was notably 
_ true of the sales tax. 
_ A number of officials coupled their 
demands for repeal of referendum re- 
_ quirements with expressions of faith in 


| 


the responsiveness of local legislative 
bodies to popular will. The mayor of 
_ Dixon (11,523) simultaneously sup- 
ported elimination of the referendum 
in “the case of some necessary taxes,” 
and explained that “I found out that 
you should be honest with your people. 
There should not be any subterfuge. 
You should come right out in the 
open.”? 
The prepared statement of the cor- 
poration counsel of Maywood (27,473) 


8 Tbid., Vol. II, p. 43. 
® Ibid., Vol. III, p. 44. 


also argued for elimination of refer- 
enda, and dependence on the close 
ties between the council and_ the 
people: 

We also believe that the City Councils and 
Village Boards are closer to their constitu- 
ents and more responsive to their thinking 
than any other governmental bodies. These 
City Councils and Village Boards having 
an over-all knowledge of the needs of their 
respective communities should be em- 
powered to enact property and non-prop- 
erty revenue producing ordinances, subject 
possibly to some realistic maximum restric- 
tions, without the necessity of referenda. 
If the local residents disagree with their 
actions, they can petition the Council or 
Board for repeal of the ordinance, or they 
can, in due time, have recourse to the 
ballot box.?° 


In many cases, members of the 
Legislative Commission asked the city 
official appearing before the group 
whether he believed it to be “fair” for 
the General Assembly to impose by 
law a tax that had been voted down 
by referendum.’ A frequent response 
was that this would be “unfair” both 
to the taxpayers involved and to the 
members of the legislature who would 
have to explain such action to their 
constituents. One consequence of this 


a bide, VOlelVy pe ol. 

“ This situation would obtain if, for ex- 
ample, the General Assembly increased the 
existing sales tax, and distributed the addi- 
tional proceeds to the cities. The question 
was put pointedly in a general statement by 
the Commission chairman: “If your city has 
held a referendum for the purpose of in- 
creasing tax rates, and if that proposal was 
defeated (or if a referendum was not held 
because you felt certain that it would be 
defeated), then we'd like to have you tell us 
whether or not you think the members of 
the legislature from your district ought to 
vote for an increase in tax rates.” I[bid., Vol. 
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line of discussion is the belief that the 
referendum requirement is  self-per- 
petuating, i.e., that once the voters are 
given an opportunity to express them- 
selves, it is not “fair” (or not politic) 
for the state legislature deliberately to 
invalidate voter determination. If the 
determination is to be sustained, there 
should be no interest in eliminating 
the referendum. Thus, the only areas 
in which it is deemed to be “fair” for 
the legislature to impose taxes that 
might be shared with cities are those 
areas which have not been pre-empted 
by negative votes of the people under 
existing referendum requirements. It 
is worth noting again that whereas 
city officials tended to agree that it 
would be “unfair” to ask state legis- 
lators to vote taxes that had been 
rejected by popular vote, these same 
officials stated that in many cases they 
themselves would not hesitate to vote 
such taxes at the city council level. 

An occasional voice was raised in 
support of referendum provisions. The 
mayor of Rockford, third largest city 
in Illinois (population 92,927), testi- 
fied, “I believe in the referendum. I 
believe in letting the people speak.” 
The mayor of Elgin (44,223) was of 
the same mind: J 
If the city council maintains a close rela- 
tionship with the people, it is unimportant 
whether or not there is a referendum. If 
council action is meritorious, the council 
should be able to convince the people to 
that effect.1? 

The comments of Illinois municipal 
officials on referenda requirements are 
perhaps as significant for what they 


aloud, Volslil,p..53. 


do not include as for what they do) 
include. The idea of achieving the de-- 
sired result through some technicall 
modification of the referendum statute: 
was never offered by commission city’ 
officials. No mention was made, for’ 
example, of the existing “emergency”’ 


clause provision which annuls the ref-: 


erendum possibility in any case where: 
four of five commissioners deem pass- ' 
age of an ordinance to be in the nature: 
of an emergency. If the General As-: 
sembly were to provide that a council! 
determination of “emergency” be made: 
conclusive, the backdoor referendum | 
problem would shrivel without a direct: 
fight on the principle.’* 

Alternately, the character of the: 
referendum statute could be trans-, 
formed by a technical change assigning | 
the cost of the election to the peti-, 
tioners. This would give the presump- 
tion, so to speak, to the council rather ' 
than to the 10 percent of the electors | 
who demand the referendum, and. 
would make certain that the perma-) 
nence of legislative policy was not de- 
pendent on the ability of a city’s gen-| 
eral fund to stand the cost of an} 
election. A third technique that would 
ease the referendum requirement in-_ 
volves keeping the petitions in some} 
central place. Electors with an interest | 
in the ordinance will make their way) 
to the office of the city clerk, whereas | 


*'In other jurisdictions, where similar stat- 
utory provisions obtain, it has been both | 
affirmed and denied that a legislative decla- | 
ration of emergency is conclusive in deter- 
mining exemption from the referendum pos- 
sibility. Eugene McQuillin, The Law of. 
Municipal Corporations (3d ed.; Chicago: 
Callaghan, 1949), Vol. 5, §16.56, p. 256. 
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the busy housewife who finds signing a 
petition the easiest way to rid herself 
of a persistent solicitor will not un- 


_ knowingly become a supporter of the 
_ status quo. 


The possibility of avoiding a frontal 


attack on the referendum per se, and 


- 


thereby avoiding a clash with many 
interests that support the symbol, was 
not suggested by city officials. This 
omission, the insistence that the people 
will not approve any tax referenda 
despite clear evidence to the contrary, 
the frustration evident in officials who 
claim to support the referendum in 
principle but find it devastating in 


practice, and the certainty on the part 


of many officials that they would not 
destroy themselves politically if they 
enacted tax measures previously dis- 
approved by the voters, all combine to 
suggest the existence of a vacuum 
where there might profitably be an in- 
tegrated theory dealing with tax ref- 
erenda. Such a theory may be more 
valuable and meaningful if it takes 
into account the experiences of actual 
tax referenda situations. One such 
referendum, dealing with a city sales 
tax, was held in Danville, [llinois, in 


April, 1952. 


Case History of a Municipal Sales 
Tax Referendum 


The postwar demand from cities all 
over the country for new sources of 
municipal revenue is too well-known to 
require further elaboration here. Illi- 
nois municipalities have long been em- 
powered to levy a wheel tax, and the 


admissions tax is also permissible. Al- 
though the state, in common with 
many other states, built up a wartime 
surplus, a grant-in-aid or shared tax 
program was avoided at least partly 
because of the certainty that the sur- 
plus was, in effect, in trust for road 
and highway improvement and other 
undertakings that the war and conse- 
quent shortages had made impossible. 
In 1947, the General Assembly sought 
to ameliorate the municipal revenue 
problem by authorizing cities to impose 
a state-collected municipal sales tax at 
the rate of one-half percent. The tax 
must first win the approval of the local 
electorate. } 
Two cities in Illinois have submitted 
the local sales tax question to their 
voters, and both referenda have re- 
sulted in defeat of the tax. East St. 
Louis citizens rejected the measure in 
April, 1948, and Danville electors de- 
feated the proposition in April, 1952. 
Because of the proximity of East St. 
Louis to the state line, and to St. Louis, 
Missouri, as well as to the industrial 
cities of Alton and Granite City, the 
merchant anti-sales tax interest was of 
great intensity. East St. Louis is a 
most unfavorable geographic location 
for approval of a local sales tax in 
that the protax interests must try to 
combat the notion that a local sales tax 
would send business to conveniently 
located neighboring cities where no 
city sales tax is levied. A local sales 
tax would seem to have a better chance 
of obtaining voter approval where a 
community is relatively isolated and 
the “keep business in town” interest is 
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thereby neutralized.1* The Danville ex- 
perience, however, tends to show that 
this factor is not controlling. 

Danville is located in east-central 
Illinois, a few miles from the Indiana 
border. It is geographically and com- 
mercially isolated to an extent prob- 
ably greater than any other city of 
comparable size (37,864) in the state. 
Crawfordsville, Indiana (12,851), is 45 
miles from Danville; Indianapolis 
(427,173) is 90 miles. The nearest 
central city to the north is Kankakee 
(25,856), some 80 miles away; Terre 
Haute, Indiana (64,214), is 61 miles 
south; Champaign-Urbana (62,397) is 
37 miles west. Danville is known as a 
“labor town.” It does not levy either a 
wheel tax or an admissions tax, but 
does derive revenue from parking 
meters. Danville has the commission 
form of government, and all ordinances 
are therefore subject to a backdoor 
referendum on petition by 10 percent 
of the electorate. 

Early in January, 1952, a joint com- 
mittee representing policemen’s and 
firemen’s unions called on Danville’s 
mayor and commissioners to seek 
means of working out a salary increase 
for city employees. General agreement 


“Irrespective of the question of referen- 
dum approval, the municipal sales tax is 
most successful in large metropolitan cities 
such as New York, moderate-size cities which 
are geographically isolated from any com- 
parably sized or larger city such as Santa 
Barbara, or in cities located in relatively 
close proximity only to other sales tax cities. 
See A. M. Hillhouse and Muriel Magelssen, 
Where Cities Get Their Money (Chicago: 
Municipal Finance Officers Association, 
1945), p. 62; and Clyde Snider, “Potential 
New Sources of Municipal Revenue,” in 
Illinois Revenue Laws Commission, Report 
(Springfield, March, 1949), p. 364. 
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obtained from the first as to the de- 
sirability of such salary increases, but. 
city officials pleaded no funds. The 
initial suggestion by the unions was for 
imposition of a wheel tax, which would 
not have required direct referendum 
approval, but which would have been 
vulnerable to a backdoor referendum 
only. The mayor was said to have indi- 


cated some doubt as to whether wheel | 
tax revenue could be entirely diverted 


to salaries, and the wheel tax possi- 
bility blew up on this statutory booby; 
trap.?° 

Two months later, the unions were 


requesting the city administration to- 
put the sales tax question on the ballot. | 


The union spokesman claimed that the 
administration had taken no steps to 
meet the problem: 


We could see that no steps had been taken — 
to find additional revenue to finance a pay | 


raise so we decided to ask the Commission 
to put it up to the people. We take this 
step reluctantly, but it appears to be our 
only hope for finding out if the city is pre- 
pared to pay its employees a living wage 


. .. City officials haven’t come up with any , 


further suggestions. What are we to do??é 


The city council adopted the sales 


tax ordinance on March 11, 1952, by 


a 4-0 vote. Under the statute, the tax | 


* Vermilion County Star, January 4, 1952, 
p. 1. Under the statute, the total of funds 
collected from a wheel tax in cities under 
40,000 population must be used for the pur- 
pose of improving, paving, ‘repairing, or 


maintaining the streets and other public 


roadways of the city, except that the cost of 
collection may be deducted, and in munici- 
palities of more than 3,000 population, 35 
percent of the fees may be used for the pay- 
ment of salaries and wages of policemen en- 
gaged in the duties of regulating traffic. Ill. 
Rev. Stat., 1951, Ch. 95%, Sec. 32a. 

* Fred Wright, quoted in Vermilion 
County Star, March 7, 1952, p. 1. 


could not become effective until ap- 


i 
ah 
f 


proved by the voters at a general or 


_ special election. Danville labor unions 


at once organized a campaign to edu- 


- cate the voters as to the need for the 


_ tax, and its purpose. The policemen 


and fire fighters were joined in “full 


cooperation” in the fight for salary in- 
creases by the municipal laborers.*” In 


: mid-March, the Danville Trades and 
_ Labor Council, representing all Ameri- 


can Federation of Labor affiliates in 
Danville voted to support the cam- 
paign for the sales tax —a tax which 
is generally anathema to organized 


_ labor. A meeting of all city employees 
_ was called, and it was decided to insti- 


_ with information on the 


tute a threefold program in prepara- 
tion for the referendum which was 
scheduled to coincide with the April 8 
primary. The plan was (1) to post 
placards calling attention to the sales 
tax vote, (2) to print up sample ballots 
issue, and 
(3) to put city employees to work 
canvassing in their home precincts and 


' contacting precinct committeemen of 


both parties to ask their support. 
Recognizing that the voters of the 
city would insist on an explanation of 
why the tax was necessary before they 
would consider passage, the appeal of 
the city employees tied the wage ques- 
tion to the sales tax directly: “Vote for 
a fair wage for city employees. Vote 
‘Yes’ for a city sales tax.” The em- 
ployees’ leadership group issued a state- 
ment explaining to the rank and file 
that “The sales tax appears to be the 
only source the city can turn to for 
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enough revenue to finance an adequate 
raise. If that’s the case, it’s up to us 
to get out and tell our friends and 
neighbors why we need the raise and 
what the sales tax means to them.” 
The unions estimated that the half- 
percent sales tax would mean a levy of 
about $5 a year on an average factory 
worker in Danville earning $65 weekly. 

Ten days before the April 8 election, 
the unions began a house-to-house and 
street corner canvass of voters, dis- 
tributing sample ballots with an expla- 
nation of the issue. Opposition activity 
also grew intense in this period, how- 
ever. The Danville Retail Merchants 
Association and the Commercial-News, 
the city’s only daily newspaper, firmly 
opposed the sales tax. Support for the 
tax from the members of the city 
council was very slow in appearing, 
and it was not until the week of the 
vote that the Danville labor paper 
could report support from three com- 
missioners. The mayor and the remain- 
ing commissioner remained “neutral” 
throughout. Danville’s Commissioner 
of Health and Safety gave a kind of 
negative approval by stating that the 
tax would not “amount to over $10 a 
year for the average family.” The Fi- 
nance Commissioner announced that 
“T don’t see any other means of raising 
the money [for pay increases].” 

Danville’s labor-owned weekly news- 
paper, the Vermilion County Star, ap- 
peared on April 4 with a bold type 
page one newsbox headed “One Way or 
Another City Will Raise Funds.” The 
text read as follows: 


The Star learned exclusively this week that 
a city wheel tax of $5 to $15 on every 
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motor vehicle is almost certain to be levied 
by action of the City Commission if the 
city sales tax proposal fails of passage 
Tuesday. The wheel tax will not bring in 
enough revenue to grant the needed raises 
and will be costly to administer. Unions 
representing city employees first proposed 
a wheel tax months ago, but were turned 
down by city officials on grounds it was 
inadequate. 

According to the paper’s editor, the 
story was meant to suggest to the voters 
that they might well take the sales 
tax in preference to the wheel tax or 
some other measure which would not 
bring in enough money and would be 
otherwise cumbersome. An _ equally 
likely effect of the story was to create 
doubt in the minds of labor readers as 
to whether the sales tax was really the 
only way to finance increases for city 
employees. In point of fact, Danville’s 
mayor reported to the Municipal Rev- 
enue Commission on June 3 that “At 
the present time, I don’t know that we 
are even considering [the wheel tax].”** 

At the April 8 primary, 14,343 of 
the city’s voters went to the polls, a 
record primary turnout for Danville. 
More votes — 13,152— were cast on 
the sales tax issue than in any other 
contest. The tax was rejected by 11,627 
to 1,525; it failed to get a majority in 
any one of the city’s 43 precincts. In 
no precinct were there over 84 affirma- 
tive votes. Typical precinct returns 
were 455 to 45, 283 to 37, 128 to 19, 
278 to 32, and 204 to 42. In an ad- 
visory referendum, daylight time car- 
ried by 7,542 to 5,174, which suggests 
that the voters were not necessarily 
determined to be contrary. 

In terms of proximity to competitive 
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shopping centers, Danville, as suggested | 
above, is relatively isolated and hence 
should have furnished a reasonably fair 
test of the theory that although no 
people are likely voluntarily to weaken 
their own commercial position, a geo- 
graphically isolated city might approve 
a municipal sales tax. Danville’s mayor 
acknowledged that the question of 
out-of-state competition “was not a_ 
serious issue” because of the distance 
of Crawfordsville and Indianapolis 
from Danville. The fact that more 
people voted on the sales tax question 
than in the party fights indicates that 
no seginent of the electors participating | 
in the primary felt that the sales tax 
results did not matter, or that it had 
no interest in the results. Stated an- 
other way, it means that no major 
interest was neutralized. | 


Public Policy Making 


The critical distinction between a 
public policy decision made by a legis- 
lative body and a policy decision se- 
cured by popular vote is that the latter 
must carry itself without logrolling 
support, whereas the former will al- 
ways reflect and include voting par- 
ticipation by those who are without a 
direct interest in the result but who 
are willing to trade their votes on some 
questions for the votes of their col- 
leagues on other issues. This logrolling 
technique is usually made easier by the 
existence of the political party as a 
kind of symbolic guide to the paths in 
which it is profitable to roll someone 
else’s log. 

In the case of a municipal referen- 
dum on a tax question, however, the 
voter is unable to make the kind of 


ig Se 


MUNICIPAL. TAX REFERENDA 13 


logrolling arrangements his legislative 
_ representative might make in a council 
chamber. The voter in a referendum is 
being offered a single question in a 
secret ballot, and this makes it im- 
practical to trade support. One does 
not trade something for nothing. In 
addition, the very physical facts deter 
logrolling in that the ordinary citizen 
_ does not meet all the other citizens in 
the cloakroom or on the floor of a 
legislative chamber. Communication 
becomes a virtually insuperable ob- 
stacle to individual vote-trading on any 
substantial basis, even in the unlikely 
event that referenda are assured on a 
sufficiently diversified series of issues as 
to raise the logrolling possibility. A 
final impediment to logrolling in this 
kind of situation is the absence of a 
party label on each side. Whereas the 
legislator who is disposed to trade his 
vote can make necessary arrangements 
through the political party, which is in 
a sense a technique for institutionaliz- 
ing logrolling, the individual citizen, 
voting in a city referendum, finds no 
comparable convenience. 

The legislator, like the private voter, 
will cast his vote in accordance with 
his perception of his dominant interest. 
One factor in that interest complex for 
the legislator, however, is the logrolling 
arrangement developed on the particu- 
lar issue. The substance of this arrange- 
ment is one of the interests pulling 
and pushing on the legislator, inter- 
ests that are temporarily resolved in a 
resultant which will indicate the di- 
rection of his vote. The fact that this 
logrolling factor is not a part of the 
interest complex weighing on the indi- 
vidual voter in a city referendum 


means that techniques for achieving 
success in a referendum vote must be 
different from techniques that may be 
used to secure a legislative majority. 
The existence of this critical difference 
and the changes it makes necessary 
are important to the referendum ques- 
tion, but seem to be inadequately 
appreciated. 

The point may be illustrated by re- 
considering the facts involved in the 
Danville sales tax referendum. The 
campaign for passage of the sales tax 
was based on the need of the city em- 
ployees for salary increases. It was 
apparently assumed that this need 
could be transformed into a dominant 
interest for a majority of Danville’s 
voters, when as a matter of fact, it 
could only be a positive factor in the 
interest complex of the employees 
themselves. If the decision on the issue 
had been up to the city council, it is 
entirely possible that arrangements 
could have been made involving real 
estate tax reductions, expansion of 
street lighting facilities, additional po- 
lice protection in some areas, off-street 
parking, and other quid pro quo. In 
short, council members might have been 
able to accept a sales tax if a variety 
of interests were ultimately benefited. 
In this manner, the sales tax might 
have been a positive part of another 
interest complex—for example, for 
off-street parking. However, as has been 
emphasized, this process is not the same 
in a popular vote as in a legislative 
body. The voter in the referendum can- 
not feel certain that in voting for a 
sales tax he is assuring off-street park- 
ing, whereas the individual legislator 
can have this certainty because he can 
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make the arrangement with the men 
at the desks to his left and right. The 
referendum voter must be convinced 
that an affirmative vote is in accord 
with his dominant interest, and pos- 
sible future public policy cannot be 
made a part of the interest complex. 

In a tax referendum situation, the 
problem of passage becomes particu- 
larly difficult because the inclination 
of the voter is not to view himself as 
part of a tax incréase interest, unless 
this interest happens to be identical 
with other compelling ‘interests of 
which he is a part. An example of the 
latter situation is school bond and tax 
issues where the voter may not think 
of himself as part of the tax increase 
interest, but does frequently think of 
himself as part of the better schools 
interest. In adhering to that better 
schools interest, he simultaneously ad- 
heres to a tax increase interest. The 
reason for voting in favor of a tax 
increase is not important; only “yeas” 
and “nays” —not rationalizations and 
explanations — determine what policy 
shall prevail. 

To the extent that a municipal tax 
referendum is tailored to appeal to in- 
terests that are collectively dominant, 
to that same extent is it likely to be 
successful; to the extent that a munici- 
pal tax referendum is not tailored to 
overcome the basic antitax interest to 
which most groups adhere, to that same 
extent is it almost certain to fail. 
Municipal officials have realized that 
the basic antitax interest exists, but they 
have not realized how it can be over- 
come by appealing to other interests to 
which various groups in the munici- 


pality adhere. 


In most municipalities there is a 
street lighting interest, an improved 
roads interest, a snow removal interest, 
an off-street parking interest, a smoke 
elimination interest, and a multitude 
of others—to say nothing of an in- 


‘creased municipal employee wage inter- 


est. In the referendum situation, future 
legislation on these subjects cannot be 
called into play for logrolling support, 
but these interests can be appealed to 
at the same time the referendum is 
offered. What many municipal officials 
have failed to do up to this time is to 
estimate the weight needed to over- 
come the antitax interest, and to pro- 
ceed to line up the group strength that 
can accomplish the desired result. To 
put it another way, municipal officials 
have not understood that in order to 
get referenda approved they must find 
a substitute for the logrolling that 
obtains in legislative halls. 

The substitute that seems most likely 
to do the job is a package offering: a 
vote for the tax increase will mean the 
addition of x number of street lights, y 
number of street improvements, salary 
increases for z number of city em- 
ployees, police protection in p number 
of unprotected areas, elimination of q 
as an existing nuisance tax, and r 
number of parking places in a munici- 
pal off-street parking lot. This is prac- 
tical logrolling for referendum pur- 
poses. In general, legislators hesitate to 
trade their vote on a specific for any- 
thing less than a return vote on a 
specific (unless there is strong party 
regularity — which means, in effect, 
that the specifics are decided in ad- 
vance). By the same token, participants 
in a municipal tax referendum should 
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not be asked to trade their adherence 


to one specific interest for another un- 


less the latter is at least equally attrac- 
tive. 

The same interests will not be domi- 
nant in all ‘cases, and this makes it im- 


- portant that the package be inclusive 


enough to carry many groups. The 
crucial failure in Danville was that the 
total appeal was to a single interest. In 
that situation, there was adequate op- 
portunity to highlight a large number 
of interests because the proposed tax 
would have raised $327,000, and only 
$80,000 was required for the municipal 
employees’ salary increases. A package 
plan for the remaining $247,000 would 
necessarily have appealed to some in- 
terests. The absence of such a plan was 
used by opposition leaders to strengthen 
the antitax interest by pointing out that 
the proposal did not seek to equate 
yield to need, and that therefore, it 
did not deserve sympathetic considera- 
tion. 

Similarly, it is fanciful to think of 
referendum approval for a park, rec- 
reation, forestry, or any similar levy 
unless an attempt has been made to 
wean groups away from the antitax in- 
terest. In this kind of vote, proponents 
of the tax may have some slight ad- 
vantage that they do not have in a sales 
tax referendum situation. Property tax 
levies for specific purposes are usually 
fairly nominal and do not directly 
burden the non-property owner. Conse- 
quently, the non-property group may 
be neutralized in that its adherence to 
an interest involved in the question is 
not strong enough to merit voting. The 
fact that the levy is nominal may also 
make it easier to swing the property 


owner away from his antitax interest. 
Nevertheless, the burden is still on the 
proponents of the tax levy to bring 
groups over, and no proposal for a new 
or increased property tax for a specific 
purpose will carry in a referendum un- 
less there is an appeal to group interests 
that are not directly involved, and that 
can overcome the countervailing anti- 
tax interest. The greater the number of 
people to be affected by the tax pro- 
posal, the more widespread and diver- 
sified this appeal to group interests 
must be, because the proposals with 
the broadest impact bring out the 
largest number of voters— most of 
whom start with an antitax interest 
which cannot remain dominant if the 
referendum is to pass. 

It seems plain that even if municipal 
officials have not always understood 
this process, they have understood its 
results. It will be remembered that 
many Illinois city officials urged elimi- 
nation of referenda requirements and 
held that councils would enact tax 
levies despite actual or potential un- 
favorable referendum results. The point 
is that the officials involved are confi- 
dent that they can utilize tax revenues 
to appeal to a diversity of group in- 
terests. This is what mayors mean when 
they say that they will “stand the gaff” 
of a new tax levy. The political suicide 
hypothesis suggested at the outset of 
this paper is not a valid one at all. In- 
deed, it is very likely that a policy- 
making body develops additional 
support when it is able to sway groups 
away from a dominant antitax interest. 

The blind spot, then, is a small one, 
but it blots out an essential part of the 
picture. Business is conducted in legis- 
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lative chambers by a logrolling process ; 
direct logrolling is impractical in a 
referendum situation; city officials sat- 
isfy citizens that an existing tax levy is 
worthwhile by showing a large number 
of groups that they are benefiting from 
the operation of the tax; the blind spot 
is in failing to recognize that the sub- 


stitute for logrolling in a tax refer- 
endum is in showing a large number of © 
groups exactly how they will benefit 
from the levy. Just as a logrolling ar- 
rangement with one legislator will not 
produce a legislative victory, an appeal 
to one group will not produce a refer- 
endum victory. 
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The French Investment Plan 
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_ THE FRENCH government’s investment 
program has been the most successful 


element in the confused and conflict- 
ing economic policies adopted in 
France since the war. Although never 
completely backed up by the fiscal and 
control measures necessary to its func- 


tioning in an inflationary situation, the 


Monnet Plan succeeded in organizing 
and financing the industrial rehabilita- 
tion of France by carrying through a 
program of massive reconstruction, 
renovation, and expansion of the key 
industries. 

Through the first part of 1952, the 
investment program operated within a 
formal “five-year plan,” which was to 
be followed by a second plan that has 
so far not seen the light of day. The 
French practice of reaching compro- 
mises on the most serious parliamentary 
problems has resulted in an ad hoc 
continuation of the investment pro- 
gram and postponement of the creation 
of a formal second plan. However, the 
annual report of the Commissariat du 
Plan on the first five years of the Plan, 
which appeared in September, 1952, 
sets the stage for discussion of the 
second plan by describing the results 
of the program carried out since 1947 
in France and its overseas territories. 

In France, planned investments were 
concentrated on the railroad system, on 


* The views expressed are those of the 
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energy production by the nationalized 
and “mixed” coal, electricity, and gas 
companies, and on steel production. A 
supplementary program of investments 
in smaller private enterprises in metals, 
basic chemicals, and other industries 
considered essential has also been car- 
ried out. Despite successive parliamen- 
tary cuts in the investment budget, the 
Monnet Plan has rolled up an impres- 
sive record of installations of fixed 
capital and increases in production. In 
the overseas territories, the Monnet 
Plan has been much more limited than 
in France and the problems have, if 
anything, been bigger. The future of 
the French empire, however, depends 
on the amount of investment that 
France can make in the overseas area. 
The accomplishments of the program 
in France and in the overseas areas to 
the end of 1951 and the extent of plan- 
ning in the total of investment are dis- 
cussed in the following pages. 

The last section of the paper con- 
siders the future of the investment 
program in the light of hints to be 
found in the annual report of the Com- 
missariat du Plan and in press “leaks” 
of the outlines of the second plan. 


Present Status of the Monnet Plan 


The resignation of Jean Monnet as 
“Commissaire General” of the French 
Modernization and Equipment Plan, 
in order to head the High Authority 
of the European Iron and Steel Com- 
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munity in Luxembourg, opened the 
debate on the terms of the future ex- 
istence of the investment plan. For the 
time being, however, definitive deci- 
sions seem to be in abeyance since the 
French government has not yet pro- 
mulgated a second investment plan. 
Although the completion of the first 
Modernization and Equipment Plan 
was to have been followed by the sub- 
mission to Parliament of a second in- 
vestment plan by the middle of 1952, 
in time to incorporate the first year’s 
slice of a second plan into the 1953 in- 
vestment budget, the difficulties of get- 
ting the annual budget voted and the 
official policy of doing as little as pos- 
sible to disturb the precarious French 
economic stabilization have led to the 
burial of the proposed second plan for 
-the time being. The operations of the 
Commissariat du Plan, now under 
Etienne Hirsch, continue on an annual 
basis through 1953 but not within the 
framework of a formal second plan, 
which will be publicly discussed only in 
time for the 1954 budget. 

The present status of the investment 
plan in France can be understood only 
in the light of the almost-continuous 
inflation since the war. The inflation 
has, indeed, been the most pervasive 
social event since the Liberation. It 
destroyed a part of the most stable 
element in the French bourgeoisie, sub- 
stituting a set of black market or other, 
more legitimate entrepreneurs who op- 
erated in an atmosphere of shortage 
and “profiteering.” It concentrated the 
energies of the labor movement on try- 
ing to get wage increases equivalent to 
the rise in prices. It eliminated the 
French capital market. And most im- 


portant for our discussion, it became a 
phenomenon on which governments; 
rose and fell. | 

The French investment program was} 
originally set up to cope with the prob-- 
lems faced by the battered French econ-- 
omy as it emerged from the War, the: 
Occupation, and the Liberation. The: 
job of the Monnet group was to set up) 
a four-year plan, for the years 1946-50, 
that would increase production, foreign 
trade, and labor productivity, ensure 
full employment, raise the standard of 
living, and organize the reconstruction 
and reconditioning of plant and equip- 
ment damaged or destroyed by the war. 
The scope of the Commissariat du Plan 
included the elaboration of annual pro- 
grams for production, allocation of es- 
sential materials, reconstruction, invest- 
ments, and exports and imports, as well 
as the supervision and control of the 
execution of the Plan. The program 
was later extended to 1952 to coincide 
with the duration of the Marshall Plan. 
In practice, the program was confined 
to an attempt to concentrate invest- 
ments in the sectors defined as “basic,” 
the greater part of which were nation- 
alized. The method used was to finance 
“essential” investments by government 
loans carried in the public budget as a 
current expenditure, and to limit the 
possibilities of other investments by 
utilizing direct material controls and by 
attempting credit restriction. The range 
of the Commissariat du Plan was 
limited by a lack of knowledge about 
uncontrolled investments being made in 
the private sector, by the fact that new 
housing and reconstruction were the re- 
sponsibility of the Ministry of Recon- 
struction and Town Planning once 
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Parliament appropriated the funds for 


each year, and by the fact that expen- 


ditures out of the public works budget 
(which are not included in investment 


in the United States national accounts 


statistics but are in the French) were 
the responsibility of each separate min- 
istry administering a given public works 
program. 

Since the investment program was 
conceived in a period of postwar re- 
construction and» privation when eco- 
nomic controls were still in effect, 
several things were essential to carry- 


‘ing out the program: direct materials 


controls to regulate the flow of goods 
and an effective fiscal policy, as well as 
rationing and price control, to curb ag- 
gregate private expenditure (both by 
consumers and by investing business- 
men). By the time the Modernization 
and Equipment Plan came into being, 
however, all the controls were gone 
with the exception of those on build- 
ing permits and those on certain types 
of credit. Physical shortages and an ex- 
cessive supply of purchasing power 
were still rampant, and the combina- 
tion of a large-scale government- 
financed investment program with the 
abandonment of economic controls re- 


_ sulted in a rapid price inflation during 


the first years of the Monnet Plan. 
The difficulties accompanying the in- 
flation led to strong opposition to the 
Plan on the part of the right wing of 
the Third Force coalition. The liberals 
(European definition) thought that the 
future benefits of current investment 
were not worth the present dangers of 
inflation, and therefore plumped for a 
reduction in government financing of 
investment. The officials of the Com- 


missariat du Plan were well aware of 
the inflationary pressure being created 
by the investment program, but were 
determined that the risk of present 
inflation was worth taking in order to 
free the economy from the limitations 
of future shortages of basic materials. 
The result was a compromise: budget 
appropriations for loans by the Mod- 
ernization and Equipment Fund, the 
financial arm of the Monnet Plan, were 
reduced, but without crippling the 
program — and without curtailing the 
inflation when it was at its peak. 

Although the inflation ended (tem- 
porarily) in 1949 and the first half of 
1950, the Korean war in Asia and the 
onset of rearmament in Western Eu- 
rope started another price rise in 
France almost as severe as that during 
the days of reconstruction and shortage. 
Since there has been a substantial lag 
between recognition of economic trends 
and parliamentary action, the invest- 
ment budget for 1950 was cut below 
that for 1949 in terms of current francs, 
despite the halt in the inflation in 1949, 
whereas the 1951 investment budget 
was increased substantially above the 
total for 1949, despite the evident rise 
in prices during the last half of 1950 
and the early part of 1951. The budget 
originally proposed for 1952 by the 
Plevin and Faure governments con- 
tained a further increase in budget 
credits for the Modernization and 
Equipment Fund, although the rise of 
prices in 1951 meant that the real vol- 
ume of investment in 1952 would have 
been smaller than in 1951. 

The notion of the pressure on re- 
sources of the various elements of de- 


mand had been well-propagated by the 
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Commissariat du Plan in its early at- 
tempts to obtain economic controls in 
order to safeguard the investment pro- 
gram. The inflation accompanying the 
beginning of the rearmament program 
(which seems in fact to have come 
about from an increase in private de- 
mand in anticipation of rearmament) 
again made the government acutely 
aware of the problem of competing 
military and investment demands. The 
Pleven and Faure governments chose 
to take the risk of maintaining the level 
of expenditures on both investments 
and armaments, while attempting to 
curtail aggregate demand by increasing 
taxes. When both these cabinets fell on 
Parliament’s refusal to vote increased 
taxes, the successor government of M. 
Pinay curtailed total government ex- 
penditures and knocked 12 percent out 
of the budget for the Modernization 
and Equipment Fund. The issue of the 
future versus the present was thereby 
resolved in favor of the present, and 
has coincided with a leveling-off of 
French prices. 

The latest report of the Commis- 
sariat General du Plan, “Five Years of 
Execution of the Modernization and 
Equipment Plan of the French Union,”* 
was the final statement of Monnet as 
Commissaire. The exit of Monnet 
marks the definitive end of the first 
French plan, which was initially sched- 
uled for the years 1947 through 1950, 
but was then prolonged to coincide 
with the OEEC fiscal year 1950-52. 


The latest report of the Commissariat 


*Cing Ans d’Execution du Plan de Mod- 
ernisation et d’Equipment de l'Union Fran- 
caise: Realisations 1947-1951 et Programme 
1952. Paris, 1952. 


assembles the relevant information on 
the past accomplishments of the invest- 
ment plan and sets the stage for the 
new plan to come. 

The Commissariat recounts with 
pride the accomplishments of the Plan, 
but at the same time presents a rather 
tearful account of the emasculation of 
investment plans by the exigencies of 
parliamentary budget cuts. While the 
results of the Monnet Plan, in terms of | 
coal produced, locomotives acquired, 
tunnels dug, and kilowatts installed, 
are told with gusto, the report exhibits 
an undercurrent of regretful comments | 
on programs forsaken, plans aban- 
doned, and works postponed. In terms, 
of planned production objectives, the 
French economy will, by the end of 
1952, have matched or exceeded expec- 
tations for industrial fertilizers, cement, 
and petroleum refining, but will be 
below the mark in certain other goods, 
varying from 97 percent of the goal in 
the case of coal to 62 percent in the 
case of tractor production. These per- 
centages, however, have significance 
only as a measure of the forecasting 
abilities of the planners, since in most 
cases they refer to goals revised during 
the course of the Plan. What is signifi- 
cant is that as a result of the meats | 
ment program (and, of course, of 
various other factors), the French 
economy is producing a sufficient vol- 
ume of the basic materials to support 
the highest level of industrial produc- 
tion in its history, even if comparison 
with other European countries reflects 
unfavorably on the extent to which 
France has been able to exceed previ- 
ous production records. 
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The report sets the stage for the 
second plan with its account of accom- 
plishments and of unfinished works. On 
the one hand, the proportion of ex- 
penditures still to be made after 1952 
on projects begun before the end of 
1952 range from 32 percent in the case 
of artificial and synthetic textiles and 
41 percent in the case of coal to 5 per- 
cent in the case of electrification of the 
railroads and O percent in the case of 
petroleum refining. On the other hand, 
the second plan has to face a number 
of new problems. The first is to ensure 
the continued growth of the basic in- 
dustries — steel and the major nation- 
alized enterprises (Electricité de France, 
Gaz de France, the coal mines, and the 
railroads). The second is to ensure suf- 
ficient investment in coal and steel to 
enable France to maintain its position 
in the Schuman Community. The third 
is to determine how to bring the rest of 
the French economy up to the stand- 
ards achieved by the basic industries 
under the influence of the Plan. 

The future of France may well de- 
pend on the success of the next invest- 
ment plan. The ability of the French 
to raise their standard of living, to meet 
the needs of Western armament, to in- 
crease export capacity in order to 
rectify the serious French balance-of- 
payments problem — all these depend 
on continued modernization and ex- 
pansion of production in France. In 
addition, the position of France in its 
empire and of the French Union in the 
world depend on the investment pro- 
gram that is worked out for the over- 
seas areas. 


Physical Accomplishments in France 


The most severe problems faced by 
France in 1946 were the restoration of 
the transportation system and an in- 
crease in the energy-producing capacity 
of the French economy. The railroad 
system had been completely wrecked by 
the war; the relative shortage of ca- 
pacity for energy output dated not only 
from the hardship years of the war 
period, but more important, from the 
lack of expansion during the depressed 
years of the interwar period. Moreover, 
France’s major industrial problems 
have always been its relative lack of 
coal, particularly of coking coal, and 
the insufficiency of its electricity pro- 
duction. The postwar investment pro- 
gram for France therefore concentrated 
on reconstruction of the rail network of 
the SNCF? which had been national- 
ized before the war, and on the newly 
nationalized energy-producing sectors, 
Electricité de France, Gaz de France, 
and Charbonnages de France. 

“Plan fulfillment” is a misleading 
notion in reference to the Monnet Plan, 
since the production targets for the 
separate sectors have been raised and 
lowered several times since the initia- 
tion of the Plan. A general view of the 
shortfalls in meeting initial targets may, 
however, be had from Table 1. In 1950, 
the end of the first four-year period, 
only the volume of petroleum products 
refined, of the list of basic commodities, 
had exceeded the initial forecasts. At 
the end of 1950, however, the goals 
were scaled down so that the rate of 


2 Société Nationale des Chemins de Fer 
(French National Railways). 
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Table 1, Basic Commodities: Actual Production, 1929; | 
Planned and Actual Production, 1950 and 1952 


: 1929 

Commodity Unit Q) 

Coal and lignite.......... million tons 55.0 
Rlectricitys came: octee oe billion kilowatt-hours 14.4 
Hydraulic. . billion kilowatt-hours 6.2 
Thermal...... billion kilowatt-hours 8.2 
Grudersteelinnsere-te<- million tons 9.7 
GemMeENE Fee ws ces eteioi a are million tons Do 
Agricultural tractors...... thousands n.a. 
Petroleum products refined | million tons 2.8 
Rail transportation....... million tons hauled 224.0 


Sources: Columns 1-4. 


column 2; column 7, column 5 ~ column 4 


@ On the assumption of the abnormally low rainfall 
n.a. Not available. 


“fulfillment” in 1952 was much better 
than it had been over the first four 
years. 


The Railroads 


The restoration of the railroad sys- 
tem after the war was the most spectac- 
ular aspect of French recovery. Within 
a matter of months after the practically 
complete destruction of the railroad 
system by aerial bombing and the ac- 
tual passage of troops, the network of 
the SNCF was back in operation, and 
by the end of 1949 was operating on 
good schedules with almost adequate 
rolling stock. Since then, despite a 
huge financial deficit, the system has 
continually improved its handling of 
merchandise and passengers; it has ac- 
quired a good deal of new rolling stock, 
including metal passenger coaches, gas- 
oline-driven autorails, and electric and 
Diesel locomotives; and it has recon- 
structed approximately 50 percent of 
the war damage to fixed installations, 
although the elements considered less 
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Be Oe Oe eeSOTe 


Percent | 


1950 1952 


realization 

Forecast} Actual | Forecast} Actual | 1950 1952 
(2) (3) (4) (5) (6) (7) 
65.0 52.5 55-60 57.2 81 100 
37.0 31.5 41.8 38.4 85 92 
20.5 15.7 16.14 2A TL. 135 
16.5 15.8 25.78 16.7 96 65 
11.0 8.7 12.5 122 79 98 
1325 Rs: 8.0 8.8 56 110 
50.0 14.0 40.0 25.9 28 65 
8.1 14.5 18.7 19.7 179 105 
240.0 151.0 n.a. n.a. 63 n.a. 


‘‘Investissements pour l’exercise 1951,’? Rapport du Conseil Soscsns Journal | 
Officiel, January 27 1951, p. 8; column 5, Ministére de Industrie et du Commerce; column 6, 


olumn 3 =» 


of 1948-49. 


urgent, such as passenger stations, show 
as little as 10 percent reconstruction. 
Having finally succeeded in electrifying: 
the Paris-Lyon section, the directors of 
the SNCF have undertaken electrifica- 
tion of the Lyon-Culoz route to obviate 
the use of steam locomotion on the line 
from Paris to Italy, and are now get- 
ting work started on the line from 
Valenciennes to Thionville, which car- 
ries principally coal and mineral ores 
and is linked with the Koblenz-Apach 
line, which the German railways are 
considering electrifying. 


The Energy Sectors 


The plan for the coal industry cov- 
ered a number of important and well- 
defined long-term operations (usually 
referred to as the grands ensembles), 
a number of so-called medium-term 
operations to maintain the existing level 
of extraction, and the construction of 
housing for the personnel of Charbon- 
nages de France, as well as the mod- 
ernization and equipment of certair 
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eo activities such as thermal-elec- 
; tricity centers, coking plants, and 
chemical plants which are closely re- 
lated to coal production. The original 
Plan called for an increase of 10 to 15 
million tons in production compared 
with the 55 million tons of coal pro- 
_ duced in 1929 and 1930. By the end of 
1949 this was scaled down to an ob- 
jective of 60 million tons for 1952-53 
and further reduced during the slack 
part of 1950 to a goal of 55 million 
tons, but was once again raised to 60 
million tons. Charbonnages is now 
studying the possibility of eventual 
expansion to 65 million tons within the 
framework of the Coal and Steel Com- 
munity. ; 

The program for electricity produc- 
tion has been one of the more success- 
ful parts of the Monnet Plan. This is 

the only part of the original Plan which 
was revised upward during the period 
of its implementation. The hydroelec- 
tric facilities installed, in conjunction 
with a more than adequate amount of 
rainfall, and the addition of 1.6 billion 
kilowatts to thermal-electric capacity 
have made it possible for Electricité de 
France to avoid restrictions on elec- 
tricity consumption since 1949. The 
biggest worry of the planners at the 
present time is to continue to increase 
capacity fast enough to keep pace with 
current consumption needs. Three very 
large hydroelectric units at Genissiat, 
Seyssel, and Donzére-Mondragon on 
the Rhéne have been constructed by a 
mixed company, the Compagnie Na- 
tionale du Rhone. Although no new hy- 
draulic operations were undertaken in 
1951 or 1952, the Commissariat states 
with some pride that the hydraulic 


units that have been put in service 
since 1946 represent 6.5 billion kilo- 
watt-hours of production and the oper- 
ations under way correspond to an ad- 
ditional 6 billion killowatt-hours, of 
which 3 billion will be in service at the 
end of 1952; 94 percent of the thermal- 
electric programs undertaken in 1946- 
47 were completed by 1951. (It was, 
however, this part of the program 
which was increased after the original 
formulation in 1946-47.) 

It is a widespread French conviction 
that the lack of coke is the reason for 
France’s economic inferiority compared 
with Germany. It is also evident that 
one of the most essential of France’s 
dollar imports has been American coke 
and coking fines, and that the French 
steelworks have been operating at less 
than 90 percent of capacity because of 
lack of coke. A significant part of the 
investment program has therefore been 
devoted to increasing coking facilities, 
and a great effort has been made by the 
steel firms to develop techniques of 
utilizing low-grade Lorraine coal. The 
object of operations completed or 
under way is new coking capacity of 
almost 27,000 tons a day — 15,000 in 
the mining coking plants, 6,270 in the 
steel coking plants, and 5,700 in the 
gas coking plants. These amounts will 
make French metallurgy slightly less 
dependent on coke from abroad for 
steel production at capacity. 

The investment programs in the gas 
industry, one of the last segments of 
the Monnet Plan to be worked out, 
was not begun until 1948 and has since 
been modified for a number of techni- 
cal and financial reasons. Among the 
former are the development of the 
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coking plants of the coal-mining and 
steel industries which has made it more 
economic to devote resources to piping 
gas from Lorraine to the Paris area 
than to building gasworks on the spot. 
Among the major items for the near 
future is therefore a set of gas “feeders” 
leading from the coal- and steel-pro- 
ducing areas to the urban gas-consum- 
ing regions. 

Petroleum refining has been the only 
sector where the increase in capacity 
substantially exceeded the original 
plans. A major effect has been to re- 
duce the foreign exchange (and par- 
ticularly dollar) cost of petroleum 
products in France, although there has 
obviously been no reduction in French 
dependence on overseas supplies of 
crude petroleum. The petroleum pros- 
pecting undertaken in France has to 
date paid off mostly in finds of natural 
gas. 


Other Sectors 


In the steel industry, the rolling mills 
of Sollac and Usinor, which were im- 
portant in the total expenditure of 
ECA dollars and counterpart francs 
and which were revolutionary for the 
manufacture of flat products in Europe, 
are beginning to take second place in 
the total program. In 1951, however, 
expenditures on the rolling mills still 
amounted to 41 percent of investment 
expenditures in steelmaking. The re- 
mainder of the investments in steel have 
been devoted to modernizing estab- 
lished methods and expanding existing 
capacity. Investments in the iron mines 
of Lorraine, Normandy, and the Pyre- 
nees aim at an expansion of production 
to 40 million tons in 1952-53 (com- 


pared with 33 millions tons in 1938)) 
with a smaller labor force and a lowe? 
relative cost price. 

The production of cement, whick 
falls in the “basic industries” category 
has been substantially increased since 
prewar, although the level of invest 
ments planned in 1947 has been sharpli 
cut back during the intervening years 
since, as the Commissariat report ew 
phemistically puts it, “capacity exten: 
sions had to be adjusted to the rhythn 
of the increase in needs.”* In fact, thi 
slow rate of housing construction ha 


made it unnecessary to increase cemen 
capacity as originally foreseen, ane 
there has not been pressure on th 
cement industry since 1948. Althoug! 
there was an increase in the numbe 
of dwelling units completed and unde 
construction in 1951, the rate of hous 
ing construction is still practically th 
lowest in Western Europe. Instead o 
the 200,000 to 240,000 dwelling unit 
considered by the Ministry of Recon 
struction and Town Planning as th 
desirable number, only 75,000. wer 
completed in 1951. 

The investment program in agricui 
ture has met with only a_ limite 
amount of success, whereas the relate 
industrial activities of food-processin 
are proceeding fairly well, with the ex 
ception of the development of stock 
yards. The remembrement (land re 
allocation) program is much behin 
schedule, and partly as a consequence 
the original targets for increased agr 
cultural production are no longer i 
sight. It is held, however, that tk 
latter fact is largely due to a lack <¢ 
agricultural extension services which ; 


* Cing Ans d’Execution, p. 87. 


So oy 


turn is due to the lack of funds. 
Although domestic production of ferti- 
lizer has greatly increased since the 
war, French agriculture is nowhere 
near the Plan’s goal of doubling the 
use of fertilizer as compared with pre- 
“war. 


Investments in the Overseas Areas 


The fate of the French empire may 
hinge on the outcome of the investment 
programs in North Africa, the Overseas 
Territories, and the rather unimportant 
Overseas Departments. The French 
face two extremely urgent problems. 
The first is to raise the standard of liv- 
ing of the native populations in the 
overseas parts of the French Union 
rapidly enough to forestall social up- 
heavals. The second is to develop ex- 
ports, particularly raw material exports, 
from these areas, to the point where 
the French Union will not be a net 
drain on France proper and in addition 
might become a net hard-currency 
earner. 

The amount of resources that France 
can invest in its overseas territories is 
of particular importance in view of the 
possibilities that the United States 
might undertake a large-scale program 
of economic aid to the underdeveloped 
areas. The fear is sometimes expressed 
that unless matched by a determined 
flow of investments from France, large- 
scale intervention of United States 
financing in the economic life of the 
French colonial areas would tend to 
short-circuit the relationships between 
the overseas areas and France. The 
small sums which France is to be able 
to devote to the investment programs 


in the overseas areas are therefore 
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highly inadequate, although in 1951 in- 
vestment loans to the overseas areas 
amounted to 27 percent of the total 
budget of the Modernization and 
Equipment Fund, and in 1952 to 20 
percent. 

A century or two of economic de- 
velopment separates the overseas areas 
from France itself. In North Africa, 
wheat yields on Moslem-run farms 
amount to 4.8 quintals (equivalent to 
about 9 bushels) per hectare (2.5 
acres), compared with 10 quintals per 
hectare on European-run farms, and 
18 to 20 quintals per hectare in France. 
In Algeria, output per man-day in the 
coal mines of Houilléres du Sud-Oran- 
ais rose to 461 kilograms (approxi- 
mately half a ton) in 1951 from 216 
in 1946, whereas in France, the average 
is over 1,300 kilograms per man-day 
for Charbonnages de France. In Mo- 
rocco, the rail network has reached a 
total of 1,690 kilometers (1,050 miles), 
of which 718 kilometers are electrified. 
This compares with 40,000 kilometers 
of railroad in France, of which 14,000 
kilometers are electrified. Hence a dif- 
ferent sort of investment program from 
that in France is required. 

In North Africa, a firmly established 
private economy functions, but on two 
completely different economic and cul- 
tural levels. The task is therefore to 
fuse the two parts of the economic life 
of the area by hastening the develop- 
ment of the relatively newly implanted 
European sector, and by bringing the 
native sector up to the level of the 
latter, without getting the Europeans 
thrown out of North Africa in the 
process. The job of the government in 
the years since the war has been to help 


finance the investment plan worked out 
in 1948. Results have been up to the 
mark set in the plan in the fields of 
electricity production, petroleum pro- 
duction, and mining development. ‘Lhis 
is not to say that the accomplishments 
have made much of a dent in the needs 
of the area, but simply that progress 
is going according to plan. On the 
land, however, the situation is less 
favorable, owing in part to the fact 
that investment credits from the local 
government budgets have not been 
properly directed toward priority needs, 
with the result, for example, that the 
rural improvement efforts in Algeria 
were interrupted in November, 1951, 
for lack of funds. 

The duality of the nature of the 
economy shows up most strongly in 
agriculture, where two separate prob- 
lems exist: the necessity to bring about 
a complete change in the production 
methods of the Moslem population, 
which takes a longer time than most 
Europeans and Americans are likely to 
realize; and the further modernization 
and mechanization of the European 
farms “on which North African agri- 
cultural production to a large extent 
still rests, despite the very small. per- 
centage of cultivated lands represented 
by these farms.”* A good deal of valu- 
able work has been undertaken in set- 
ting up equipment and information sta- 
tions in Algeria and Morocco, and pilot 
farms in Morocco, but the program is 
still far too small for the task at hand. 
In connection with the mechanization 
of farming, it is interesting to note that 
the import of tractors into Morocco 
was below the 1948 level from 1949 


‘ Ibid., p. 189. 
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through 1951, and in the case of Tu 
nisia declined sharply in 1951 from th 
1950 peak; and that only about 20 pe : 
cent of the tractors imported cams 
from France. 

The purpose of the program in th 
Overseas Territories (tropical Africa 
Oceania, and so forth) is to creat 
modern economies from scratch by lay) 
ing down an infrastructure of publi 
works, raising the level of agricultura 
production to the subsistence level, no 
to speak of going beyond it, starting i 
dustrial activity, and creating healt 
and education facilities and other pul 
lic services. It is a job which had to bi 
started from the very beginning, an4 
which had to be done completely unde 
government direction and with gove 
ment financing. 

The objectives set in 1947 have bee: 
only partially attained. The moderniza 
tion of the communications systems ha 
met with limited success, owing partl 
to the immensity of the task under 
taken, but also to inadequate technicz 
preparation at the beginning, both i 
the physical and in the economic ag! 
pects. Furthermore, the experiments i 
introducing new working methods hav 
been disappointing, particularly wit! 
regard to the mechanization of agricu 
ture. But the main difficulty has bee 
the failure of private capital to ente| 
the underdeveloped areas, so that th] 
government was forced to readjust 
development programs by transferrin} 
infrastructure credits to operations thz 
would lead to a rapid increase in pro 
duction. This shift has been hindered} 
however, by the fact that infrastructut 
operations already undertaken coull 
not be abandoned. The greater part q 
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Table 2. Investments and Gross National Product in France, 1947-1951 
(In billions of francs) 


Item 1947 1948 1949 1950 1951 

_—— 

Investments within scope of 

; Si tonmepek lan a2 pc hemme iso asda 2 135.3 296.8 429.0 466.0 543.9 

3 Nationalized enterprises........... 73.8 150.6 212.7 209.7 21555 
LVateneChtCKrprisesivg = crnitomcs.< 9 4254, 61.5 146.2 216.3 256.3 328.4 

Investments outside scope of ; 

4 lor et A lairet, site asd cc0h « arclaa nae 301.7 546.8 680.0 734.0 1,106.1 

= Government services...../........ 43.0 56.0 94.0 107.0 74.0 

: VALE CHUCK PEISES ois 6 ons aoa! ole specs 2 189.7 287.8 314.0 322.0 582.1 

MIOTERI ew ae avs ce ce oe 69.0 203.0 272.0 305.0 450.0 

Motal newsinvestment®..........:..... 437.0 842.0 T5109. 05 AIE20030 1,650.0 

Meross national product.............. n.a. n.a. 7,869.0 8,979.0 11,348.0 


Sources: 


5 Ans d’Execution du Plan, p. 322; 5° Rapport de la Commission des Investisse- 


ments, Ministére des Finances, 1952, p. XI; Data Book, MSA Special Mission to France for 


Economic Cooperation, April, 1952, p. 3. 
* The concept of “new investment” 


is close to gross domestic fixed capital formation in 


Foie national accounting sense, but is measured solely from the financing side. 


the efforts to start production have so 
far been devoted to experimental and 
research work in agriculture and min- 
ing and in the industrial treatment of 
textile fibers and cellulose. 

The program in the French Overseas 
Departments is a rather hopeless story 
of overpopulation, sugar cane, and 
rum. French Guiana, which has many 
resources and few people, seems to offer 
more optimistic prospects for economic 
‘development than do the other De- 
partments. 


Planned and Unplanned Investments 


The proportion of total investment 
in the economy which is planned by the 
Commissariat General du Plan may be 
seen in Table 2, which compares the 
figures on planned investments for 
1947-51 published by the Commissariat 
with those on total investments pub- 
lished in annual reports of the Com- 
mission des Investissements. The two 
series are consistent. Of the total of 744 


billion francs ($2.1 billion) of planned 
investment in 1951, 544 billion francs 
were investments in France and 200 
billion francs were investments in other 
parts of the French Union. Table 2 in- 
dicates that the nationalized enterprises 
made 40 percent of the investment ex- 
penditures in France under the Plan, 
so that private and mixed enterprises 
made the other 60 percent. However, 
investments within the Plan amounted 
to only 37 percent of total investments 
in 1951. Among the nationalized enter- 
prises, the largest part of the invest- 
ment expenditure of Gaz de France 
and of the SNCF is not included in 
“planned” investment since the opera- 
tions called “reconstruction” are not 
included in the Commissariat’s sphere 
of activity (although no real economic 
distinction between “reconstruction” 
and “equipment” can be or is made in 
the text of the report). In the case of 
the SNCF, this distinction is made even 
more whimsical by the fact that only 
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70 percent of “reconstruction” expendi- 
ture is financed by the part of the 
budget called “reconstitution”; the re- 
maining 30 percent is financed by such 
means as bank credit and public loans. 
Charbonnages de France, Electricité de 
France, and Air France no longer have 
any war damage to reconstruct, so all 
of their expenditures appear in the 
Commissariat’s “planned” investment. 

Among the mixed and private enter- 
prises, all of the expenditures of the 
Compagnie Nationale du Rhéne, the 
iron and steel industry, and the petrol- 
eum industry are “planned.” Other in- 
dustries and agriculture have only part 
of their investment expenditures in- 
cluded in the Plan. Aside from steel- 
making, the Plan covers_only 29 per- 
cent of investments in private industry. 
The funds of the Modernization and 
Equipment Fund finance less than 8 
percent of the investments in private 
industries covered by the Plan and 
therefore only 2 percent of total invest- 
ments made by private industries other 
than steel. The portion of private in- 
vestments under the control, or even 
the influence, of the government is 
therefore small (as is the leverage 
which the government is correspond- 
ingly able to exert). 

The Commissariat completely ig- 
nores a large segment of investment 
activity in the economy: housing and 
various public investments, which to- 
gether amounted to 574 billion francs 
in 1951, more than the total of 
“planned” investments in France. 

The shift in the distribution of the 
sources of financing investments within 
the Plan is shown in Table 3. An in- 
creasingly important part is played by 


self-financing, an increasingly smalle: 
part by loans from the Modernizatior 
and Equipment Fund, and a consist 


market. The dependence on 
financing is regarded with mixed feel 
ings: on the one hand it lowers finan 
cial charges; on the other hand it tend 
to create a monopoly of investment de 
cisions in the firms who are in a po 
sition to create business savings. 


The Future of the Investment Plan 


The Commissariat’s ideas on th 
future of the Modernization ane 
Equipment Plan are not revealed i 
the report on the achievements of th 
Plan through 1951. There is, however 
a bit of discussion of the lacunae in th 
accomplishments in the basic industri 
which must be filled in the future. lh 
general, the Commissariat is concernec¢ 
with maintaining the rate of grow 
in the basic industries, both in th 
nationalized sector and in the privat 
sector (steel and chemicals, for ex 
ample). Above all, the report keeps r 
turning to the problem of ensuring ex 
panding electricity capacity to me 
growing demands, and at the sam: 
time increasing facilities for the effi 
cient transport and distribution of th 
electricity produced at present and it 
the future. 

In the case of coke, the 1955 goal i 
total furnace capacity of 44,000 to 
per day (compared with 33,500 tons 
the end of 1951) and a level of cok 
production of 11.5 million tons pe 
year (compared with 8 million tons ii 
1951). For the basic chemicals, th 
problem is to endow France with 
modern industry adapted, in its genera 


2 
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Table 3. Financing of Planned Investment, 1948-51 
(Percentages) 
Item 1948 1949 1950 1951 
Self-financing and borrowing by enterprises. . . VAS 36.5 41.1 47.6 
Bele nmaneinuaekae Ml. ag silva nd alimets 23.8 30.1 34.7 41.5 
_ STEVES GI NS ee oo eee ee ee eg 8.5 6.4 6.4 6.1 
Meother means of financing: ...........0..... 67.7 63.5 58.9 52.4 
[Pray ReAIRULAYORS dic irate een ee pene mE 57.5) 57.4 ° 55.0 44.3 
Modernization and Equipment Fund.... 45.5 47.2 49.3 38.1 
Orem oe eee eee ee 12.0 10.2 ba 6.2 
Bank credits and specialized agencies...... 10.2 6.1 Sy) 8.1 
PRCA rere ett erete AN NON Seals 100.0 100.0 100.0 100.0 
Source: 5 Ans d’ Execution, p. 324. 
orientation and its manufacturing tech- envisages expenditures (within the 


niques, to the needs of its domestic and 
export markets, and capable of hold- 
ing its own against German compe- 
tition in a unified European market. 

The great need for the French econ- 
omy outside the nationalized sector is 
concerted action in the private indus- 
tries to continue expanding and mod- 
ernizing productive capacity. It is dif- 
ficult, however, to conceive of such 
concerted action. In the first place, the 
government suffers from an acute lack 
of information on investment activity 
outside the part it finances itself, as we 
noted earlier. In the second place, there 
is a complete lack of directive power on 
the part of the government, which has 
practically no means at its disposal 
either to control the flow of investment 
by dampening investment activity out- 
side the Plan or by directing invest- 
ments within the private sector. 

The second investment plan was to 
have been made public when the 1953 
investment budget was sent to Parlia- 
ment. Its outlines as “leaked” to the 
press’ indicate that the second plan 


° Perspectives, No. 37, Paris, October 17, 
1952. 


plan) of 800 to 1,000 billion francs 
annually. This compares with the 744 
billion francs in 1951 discussed previ- 
ously. Of the total, 300 billion francs 
will be furnished by the State and the 
rest by the investors themselves. In ad- 
dition to expenditures, the new plan 
envisages a whole series of rationaliza- 
tion measures which will be stimulated 
by the discreet intervention of the pub- 
lic powers, through the use of the levers 
of command at their disposal (such as 
the distribution of bank credit, trans- 
port rates, customs duties, miscellane- 
ous contracts, and armament orders). 
In attempting to adapt the country to 
the new conditions which will arise 
from the progressive organization of 
a common European market, a special 
financing fund, to be called, perhaps, 
the Fund for Adaptation and Transfer, 
will make it possible to decentralize 
ecgnomic activity by closing certain 
factories and by creating new ones in 
areas which are underexploited or bet- 
ter placed. The objectives of the new 
plan will be the generalization of better 
working methods; the development of 
competition; the elimination of cartels; 
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the transformation of the distribution 
system; the lowering of the cost of 
fertilizers, manufactured products, and 
machines to agriculture; and finally, 
the reallocation (remembrement) of 
arable land. According to Monnet’s 
parting memorandum to Pinay, a new 
plan is necessary for a continuing effort 
to catch up with foreign productivity 
methods and with new technological 
progress, to supply France with suf- 
ficient energy resources, to reduce cur- 
rent operating costs of the SNCF, and 
to rectify the anarchic production 
methods of French agriculture by prop- 
aganda, equipment, and the teaching 
of modern techniques.° The first attack 
by the opponents of the plan was made 
in the-form of an open letter to Pinay 
by the president of the Confederation 
of Small and Medium-Sized Enter- 
prises (which includes Boussac, the 
man who comes closest to controlling 
the French textile industry, among its 
members). The letter called for the 
suppression of the Commissariat du 
Plan on the grounds (a) that its po- 
litical and administrative roles have 


° Combat, Paris, August 20, 1952. 


never been properly defined so that ii 
therefore escapes from all hierarchica: 
control; (b) that its existence outside 
the established ministries has led to du: 
plication of work; and (c) that “the 
Commissariat has constantly manoew: 
vred to escape control of the Parlia 
ment and to present the latter with < 
fait accompli.” Boussac’s Aurore, ot 
the other hand, suggested that the 
Commissariat be transformed into < 
government productivity aia 
with no planning functions. 

Le Monde, the most respect 
newspaper in Paris, printed the letter 
but commented that all modern coun 
tries (including the United States’ 
have agencies concerned with long 
term economic problems and plannin 
and that owing to the great amoun 
still left to be done in the domain o 
equipment and modernization, Franc 
can ill afford to deprive itself of th 
services of the Commissariat du Pla 
This seems to be the generally acceptec 
view. The need for continued economii 
growth through planned investment i 
an essential part of the economic an¢ 
political consciousness of France. | 


UNTIL ABOUT five years ago most econo- 


_ mists interested in the problems of un- 


-derdeveloped countries, like the over- 
whelming majority of the educated and 
politically conscious part of the popu- 
lation living in such areas, were favor- 
ably inclined toward inflationary 
policies. Deficit spending and modest 
but continuous bank expansion were 
widely believed to make a contribution 
to development which would be impos- 
sible to achieve by any other means. It 
frequently was urged in support of 
these policies that they would help to 


- mobilize and to use human and other 


resources which, in the absence of such 
policies, would remain underemployed 
or unemployed. It was urged also that 
such policies would facilitate transfer 
of many resources from socially less 
useful to more useful employment. 
More often than not the negative side 
of the picture — the exchange difficul- 
ties and the growth in speculative 
activities that followed in the wake of 
inflationary policies, and the inequities 
experienced by groups whose money 
incomes failed to keep pace with rising 
prices — was slighted. 

The proceedings of the First Con- 


* The opinions contained in this article 
are those of the author and do not neces- 
sarily reflect the views of the Guatemalan 
monetary authorities. 

The author wishes to express his thanks 
to Professor Bert-F. Hoselitz for his helpful 
criticism and comment. 
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ference of American Central Bank 
Technicians in Mexico in 19461 are an 
illustration of the extent to which in- 
flationary techniques had come to be 
taken for granted. This was a gather- 
ing of eminent North, Central, and 
South American specialists, most of 
whom came from underdeveloped 
countries where inflation was rampant 
at the time and where the exchange 
situations were rapidly deteriorating. 
Yet only two fairly short papers deal- 
ing directly with inflationary problems 
were presented. And these reports dis- 
cussed primarily routine monetary and 
banking techniques employed in the 
respective countries. No basic discus- 
sion on the advisability of continuing 
monetary expansion took place. 

The past few years have witnessed a 
change in beliefs and attitudes. There 
is a growing awareness of the fact that 
the assumption of a great reservoir of 
underemployed or unemployed  re- 
sources, which could be put to useful 
work by means of inflationary methods, 
was largely based on unwarranted 
analogies with conditions in industrial- 
ized areas. At the same time, the dis- 
advantages associated with such meth- 
ods are receiving increasing recognition. 
The change in climate is evidenced, for 


1 Memoria de la Primera Reunidn de 
Tecnicos sobre Problemas de Banco Central 
del Continente Americano. Banco de Mex- 
ico, Mexico, D.F., 1946. 
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example, by the fact that in 1950 an In- 
ternational Monetary Fund Mission to 
Chile spoke out strongly against the be- 
lief that inflation, on balance, has a pos- 
itive effect on development; it did so 
without causing a wave of widespread 
criticism in that country, which formerly 
had been a stronghold of easy money 
policies. It is also interesting to note 
the difference in tenor between the first 
American Bank Technicians Meeting 
mentioned earlier and the last one held 
in Cuba early in 1952.? At the latter 
conference the theory that inflation 
hampers more than it helps develop- 
ment had gained ascendancy, though 
it had not yet won full acceptance. 

Debate continues on the relative 
merits of inflationary and noninfla- 
tionary policies as aids to economic 
development. No effort will be made 
here to resolve the many issues that 
are still disputed. Rather the purpose 
of this article is twofold: First, to call 
attention to certain inflationary biases, 
absent in industrially advanced coun- 
tries, which inhere in the socio-eco- 
nomic structure of underdeveloped 
countries and which tend to reinforce 
inflationary tendencies in general, in- 
dependent of any development efforts; 
and second, to discuss means of com- 
bating such biases in order to achieve 
more stable monetary conditions — 
conditions which, as most now agree, 
are favorable to economic development 
though perhaps not an indispensable 
prerequisite for it. 


The Nature of the Proinflationary Bias 


Central Bank laws, enacted during 
the last decade in many underdeveloped 


* Proceedings not yet published. 


countries, usually contain provisions” 
which make it mandatory upon the 
respective policy-determining bodies to 
follow a course which assures monetary 
stability. This is especially true of those 
laws which were fathered by Professor 
Triffin and his disciples. But even the 
most perfect laws.and regulations will 
not serve their avowed purpose when 
the general social and economic climate 
is unfavorable to their application. 
And this is precisely the cause for the 
failure of such laws to ensure monetary 
stability. 

The difficulty which is really at the 
bottom of the problem and which must 
be attacked first can be stated as fol- 
lows: The directors of most autonomous 
central banks existing in underdevel- 
oped countries usually are not free to 
follow the mandate which obligates 
them to assure monetary stability. They 
themselves might believe that these 
conditions are more conducive to eco- 
nomic development than open or hid- 
den inflation. They also might agree 
that most social groups will benefit 
more from policies which maintain or 
bring about monetary stability than 
from those that work against these con- 
ditions. But circumstances beyond the 
control of bank directors will often 
make it impossible for them to follow 
their best judgment in this matter. 

The nature of the problem these men 
are facing is a political one. It is very 
likely that not a single social or politi- 
cal group will give them effective back- 
ing in their anti-inflationary endeavors. 
This can be made clear by an analysis 
of the strength of, and attitude likely 
to be taken by, those groups whose 
counterparts in more advanced areas 
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are most vocal in the fight against 
inflation: rentiers, consumers, wage or 


salary earners, and politicians who 


depend on these groups for votes. (It 
must be recognized, however, that even 
in industrialized countries only the first 


_ two groups are consistently opposed to 


inflation, while the other groups are 
torn between conflicting interests 
which sometimes make them merely 


_ pay lip service to the anti-inflationary 


credo. As everyone knows, this is true 
especially of politicians.) 


Absence of Vested Interests in 
Price Stability 


Holders of fixed-income securities 
are likely to be a small group in un- 
derdeveloped countries for 
reasons. The middle class, from which 
the bulk of the rentiers are usually 
recruited, represents a much smaller 
percentage of the population than in 
advanced areas. Furthermore, the small 
size of many underdeveloped economies 
and their technical backwardness often 
prevent the establishment of an orderly 
and continuous security market. In the 
absence of such a market many poten- 
tial investors who otherwise might have 
bought interest-bearing securities will 
be reluctant to make such purchases; 
they will fear that they cannot dispose 
of the securities should they suddenly 
need cash. 

The relatively low interest 
earned by government bonds also might 
be partly responsible for the smallness 
of the rentier class. For reasons beyond 
the scope of this paper the earning 
power of equity capital usually is fairly 
high in underdeveloped countries, when 
measured by conventional standards. 


several 


rate 


Most governments probably cannot 
afford to float their issues at a rate of 
interest which would permit them to 
compete effectively and on a large 
scale with equity investments in at- 
tracting private funds. This often 
eliminates the possibility of creating a 
numerically important group of gov- 
ernment paper holders and thus makes 
impossible the emergence of that sub- 
species of rentiers which usually ac- 
counts for the bulk of this class. Of 
course, it must be recognized that this 
is not the only reason for the public’s 
reluctance to invest in government 
securities. But whatever the motives, 
the lack of interest in government 
bonds weakens the rentier class, and 
therefore indirectly makes the fight 
against inflation more difficult. 

Also worth noting is the operation of 
a vicious circle which tends further to 
reduce the number of potential rentiers. 
The chain of events will run somewhat 
as follows: Past inflations have wiped 
out earlier groups of fixed income se- 
curity holders. This discourages 
present-day investors from following 
their example. The ranks of those who 
might have fought against inflation 
now thus are thinned, and it therefore 
is more likely to recur. This again im- 
plies that fewer people will be willing 
to become rentiers in the future and to 
fight against inflations yet to come. 

Those who earn the bulk of their 
income in the form of wages or salaries 
are usually the second most important 
anti-inflationary force in industrialized 
countries. There are several reasons 
why this group is likely to carry much 
less weight in underdeveloped coun- 
tries. In the first place it is relatively 
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‘small. Backward areas usually have a 
much smaller percentage of their popu- 
lation employed by others than is com- 
mon under highly industrialized condi- 
tions. In the second place it must be 
remembered that in order to compre- 
hend the causal nexus between infla- 
tionary policies and loss of purchasing 
power, and in order to organize effec- 
tively against this course of events, the 
public must have attained a minimum 
educational level. In countries where 
large segments of the working popula- 
tion never attended school, opposition 
by the working class against inflation 
will be much less important than in 
advanced areas. Third, the widespread 
practice in many backward areas of 
paying agricultural workers in kind 
partially protects the most important 
sector of the wage-earning groups 
against price rises and makes them 
much less interested than they other- 
- wise would be in the fight against 
inflation. Finally, it is important to 
remember that very reactionary as well 
as very progressive governments (both 
forms of administration are likely to 
be much more common than middle-of- 
the-road governments in backward 
areas) will face little opposition by 
labor when following an expansionary 
monetary policy: In the case of the 
former, labor cannot voice its opposi- 
tion effectively and in the case of the 
latter, frequent and liberal money or 


other wage concessions will keep this . 


sector really or apparently ahead of 
the game and cause it to be little inter- 
ested in the fight against inflation. 

As for consumers, it must be kept in 
mind when talking of underdeveloped 
areas that the lack of education dis- 
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cussed earlier makes their effective © 


organization rather difficult. The fact 


that even in highly industrialized areas | 


their organizations are rather ineffec-_ 


tive gives an idea of how difficult such 
a task would be in backward areas. 
The much higher degree of self- 
sufficiency which characterizes many 
productive and consumption units 
(families) implies that a great part of 


the population has little interest in~ 
market price fluctuations. Thus the — 


numerical base for possible consumer 
. . . ! 
organization will be small. f 


Vested Interests in Inflation 


We might turn next to those forces 
which have a strong positive interest 
in steady monetary expansion, regard- 
less of social costs, or which, failing to 
conceive these costs, advocate outright 
what they erroneously consider bene- 
ficial inflation. The interests of the 
business community and real estate 
speculators, in general, are so well 
known that they require no detailed 
discussion in this context. Likewise, 
there is no need to dwell on the bias of 
all those whose debtor position gives 
them a vested interest in inflation. 
Theirs is a general case, not typical 
exclusively of underdeveloped coun- 
tries. But there are other groups that 
deserve attention as they are more 
commonly, if not exclusively, found in 
backward areas. 

We might look first at the problem 
which arises in consequence of the 
rapid expansion of governmental wel- 
fare measures and of the newly as- 
sumed responsibility by governments to 
foster economic development. This is 
a problem typical of underdeveloped 
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countries, because though similar tend- 
encies exist also in advanced econo- 
mies, there are definite quantitative 


_ differences. The need for funds grows 
_ more rapidly in underdeveloped areas 


whereas their capacity to raise revenue 
through taxes is much smaller at first 
and can be expanded only at a slower 
rate. Hence Central Bank borrowing 


_ will appear to be the only way out in 
a great number of instances. It is not 


only that the need for Central Bank 
assistance becomes greater — govern- 
ments nowadays are much less reluc- 
tant to use this way out of their 
financial difficulties than they used to 
be. In their prime, the gold standard 
and the belief in the necessity to bal- 
ance the budget, especially when times 
were bad, represented perhaps irra- 


tional but nevertheless often effective 


barriers to government borrowing from 
Central Banks. Of course, violations of 
these principles always occurred, but 
everyone, including the violators them- 
selves, was at least vaguely aware that 
they were sinning. Thus there existed a 
general moral climate not propitious to 
large scale and sustained inflation. 
Today no myth exists which would 
exert such restraining influence. On 
the contrary, the theory of compensa- 
tory fiscal policy, often misunderstood 
or misapplied in underdeveloped coun- 
tries in the sense that only the depres- 
sion phase of the cycle is kept in mind, 
has become the new myth that might 
be invoked to justify government defi- 
cits any time, any place, and during 
any phase of the cycle. 

Much more important than this par- 
ticular misunderstanding are certain 
more generally held misconceptions on 


monetary matters. Generally an abun- 
dance of remunerative, or at least re- 
munerative-looking, investment oppor- 
tunities seem open to the man who is 
willing and able to take advantage of 
them. And usually there is no scarcity 
of people who are willing. Thus all that 
appears to be missing for their exploita- 
tion, so many think, is money which 
the bankers, or the Central Bank, can 
of course manufacture at will. Why not 
go ahead and do so? It cannot be 
expected that the man in the street of 
today’s underdeveloped countries will 
see through this fallacy any more, for 
example, than did his counterpart in 
the United States of seventy-five years 
ago who, in his agitation for free silver, 
clamored for the same policy of ex- 
pansion. He cannot see that what the 
economy in question lacks are real 
resources and not neatly engraved 
banknotes. The fact that the maximum 
rates of interest which banks in most 
instances are allowed to charge are 
kept, rightly or wrongly, much lower 
than the marginal return on capital 
(however one wants to define this last 
concept) makes it appear only so much 
more unreasonable to the man who 
wants credit that he should not be able 
to obtain it freely. The resulting politi- 
cal climate makes credit restriction 
very difficult if and when this is called 
for by criteria of sound monetary 


policy. 


Vested Interests in Devaluation 
and Exchange Controls 


The presence of groups with vested 
interests in devaluation or exchange 
controls the inflationary 
biases in underdeveloped 


augments 
inherent 
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countries. In these countries we find 
three groups who have at least a par- 
tial interest in devaluation or exchange 
controls and who may well be sophisti- 
cated enough to see that inflation will 
take the economy a long way toward 
the goal they want to achieve. 

Mention may be made first of certain 
importing interests. Many merchants in 
this group will find that exchange con- 
trols, while complicating their regular 
business transactions, will at the same 
time create special opportunities to 
enter into many highly profitable deal- 
ings — dealings which would not offer 
themselves if foreign trade and inter- 
national capital transactions were not 
hampered by numerous restrictions. 

The bulk of imports by underdevel- 
oped countries usually consists of es- 
sential commodities for which there are 
no domestic substitutes and of luxuries. 
In both cases demand tends to be al- 
most independent of price, i.e., price 
elasticity of demand for these imports 
is low. Thus, if imports are restricted 
by means of licensing systems, profits 
are likely to rise. If the goods in ques- 
tion are rationed, this rise in profits 
will be brought about through the 
black market. If they are not rationed, 
profits will increase through the‘normal 
interplay of supply and demand. Legi- 
timate and illegitimate deals in import 
licenses and the resale of goods im- 
ported from hard currency countries to 
soft currency countries also will swell 
the profits of importers. 

The second group interested in infla- 
tion as a means toward the end of 
devaluation or exchange control com- 
prises those nationals who wish to pro- 
duce locally some of the industrial 


goods heretofore imported. This is not 
the occasion to enter into a thorough 
discussion of the merits and demerits of 
protectionism, but whether justified or 
not in demanding protection, this spe- 
cial interest group is right in conclud- 
ing that devaluation or import restric- 
tions represent techniques just as 
effective for their purposes as higher 
tariffs. The hand of this group is fur- 
ther strengthened by the circumstance 
that nowadays others do not so often 
consider this clamor as mere selfishness. 
The interests seeking protection can! 
today count on the support of all those 
who believe, rightly or wrongly, that 
protection is an important step along 
the road to industrial development. 
Forces advocating such measures, mis- 
takenly or not, in order to foster in- 
dustrialization might therefore be con- 
sidered a third group interested in 
devaluation and exchange controls and 
in the inflationary policies which 
usually precede and bring these about. 
This line of reasoning may strike some 
as being far fetched. But the author 
has encountered it many times, though 
it usually has been presented in a less 
articulate and outspoken vein by econ- 
omists and administrators residing in 
underdeveloped countries. 


Possible Solutions 


If it is correct to assume that public 
pressure on monetary authorities repre- 
sents an important cause of inflation, 
the possibility of changing the attitude 
of the public is a remedy which will 
immediately come to mind. We might 
think, therefore, of the following tech- 
niques which, roughly speaking, are 
corollaries to the causes which at 
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present make the public look with 
favor upon inflation: the creation of a 
new, anti-inflationary myth; policies 
which will make some important sector 
of the economy strongly, immediately, 
and directly interested in monetary 
stability; and attempts to educate the 
public in general so that it will appre- 
ciate more fully and correctly the 
- long-run and indirect harm it suffers 
in consequence of inflation, and thus 
will become less complacent about it. 
No suggestion that the gold standard 
should be reintroduced will be made 
here. Other considerations aside, the 
prevailing maldistribution of gold 
stocks would render such a suggestion 
irrelevant. Moreover, it has been shown 
time and again that the numerous dis- 
advantages of this system, especially in 
its application to underdeveloped coun- 
tries, greatly outweigh its advantages 
even when conditions are favorable to 
its functioning. Nowadays a high de- 
gree of price rigidity would greatly 
intensify the harm done by such a sys- 
tem, assuming that it could be foisted 
upon its victims, which, incidentally, 
seems a highly improbable assumption. 
Thus we have to ask ourselves, Will 
it be possible to create a new myth 
which will prevent runaway inflation 
and monetary instability equally or 
more efficiently than did the former 
one when and where it was generally 
accepted? A thorough discussion of this 
question is impossible at this time. The 
author personally doubts that a myth 
can be created synthetically, though 
perhaps this question is better left to 
_ the anthropologists or social psycholo- 
gists. Even if the operational difficul- 
ties could be overcome, the problem of 


ethics, if such an approach were taken, 
would remain. . | 

Yet the possibility that a new myth 
will emerge need not be brushed aside. 
It is general knowledge that exchange 
controls and depreciation brought 
about by excessive monetary expansion, 
though not prohibited in an unequi- 
vocal manner, are frowned upon by 
the international community, or at 
least by the international organizations 
to which most nations belong. In other 
words, some rules of the game exist 
which attach to these practices a cer- 
tain stigma. It must be admitted, of 
course, that at present these rules are 
not very powerful. Yet we might hope 
that eventually the principles of the 
pertinent international agreements will 
come to enjoy a degree of acceptance 
and a moral force substantially greater 
than they now possess. 

Education of the public as to the 
long-run detrimental effects of inflation 
and depreciation also faces an uphill 
but not necessarily hopeless fight in 
underdeveloped countries. Such efforts 
probably will be most effective if di- 
rected at economists, government off- 
cials, and the university-trained public 
in general. The responsibility for the 
present proinflationary bias of these 
groups must be borne to a certain ex- 
tent by some of the Western European 
and North American university instruc- 
tors under whom the present generation 
of the intelligentsia in underdeveloped 
areas obtained their education. Certain 
economic historians and economic 
theorists have been emphasizing the 
role of inflation as a contributing factor 
to economic development in highly in- 
dustrialized countries. In all fairness it 
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must be stated that most of these in- 
structors also usually call attention to 
the harm done by inflation at other 
times and under different conditions. 
But it is only natural for lecturers liv- 
ing and teaching in an environment 
where the benefit of such policy might 
seem to have been great and the harm 
done by it minor generally to stress the 
former and to play down the latter. 
The last paragraph must not be in- 
terpreted as an attack on Keynesian 
economics or Keynesian economists. 
Elaboration at a few points should 
clarify its meaning. Deficit financing 
has its justification if and when full 
employment could not be achieved 
otherwise because of the tendency of 
the public to save more under these 
conditions than the private sector of 
the economy is willing to invest. The 
moderate price rises which are likely to 
accompany this policy are more than 
justified by the resulting increase in 
real national income. Conditions pre- 
vailing during the hungry thirties in 
the industrialized part of the world 
represented an especially apt illustra- 
tion of the principle involved. Even 
today the recurrence of such a situa- 
tion is not beyond all probability. But 
the same frame of reference is of little 
interest in connection with the prob- 
lems faced by underdeveloped coun- 
tries. There it is the lack of resources 
and not the possibility that resources 
lie idle which represents the most ur- 
gent problem. Consequently we can 
expect large price rises and small in- 
creases in real national income if 
money is injected, and not smail price 
rises and large increases in real income 


as in the case of deficit financing under 
the conditions mentioned before. In- 
structors, lecturing to students the great 
majority of whom will practice their 
profession in an economically advanced 
environment, cannot be blamed for any 
failure to emphasize this difference nor 
for any failure of their students to 
localize their remarks to the proper 
historical and geographic setting. 

The recent tendencies to pay more 
attention to particular problems of 
backward areas, and to establish in, 
those areas economic and educational’ 
centers staffed with economists thor- 
oughly familiar with local or regional 
problems give hope that this situation 
will be corrected in time. Thus it seems 
probable that in the not too distant 
future the professional men living there 
will recognize more fully the dangers of 
inflation and depreciation. 

To educate the public at large will 
probably be a much more difficult task. 
Not even under the most favorable cir- 
cumstances is it easy to make the man 
in the street understand that the im- 
personal and long-range effects of in- 
flation and depreciation are worthy of 
his consideration, and that they will 
hurt him in the long run more than 
they will benefit him in the short run 
— assuming that they will benefit him 
at all. Even if he is made to see this 
point, only half the battle is won. He 
will have to be shown that the spokes- 
men of his own pressure group, by their 
actions before monetary and other 
authorities and in the forum of public 
opinion, actually have contributed to 
inflation. Yet the fact that such educa- 
tional attempts in the past usually have 
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not been crowned with success need 
not discourage us. As general education 
becomes more widespread and as its 
level is raised, the task should become 
easier. 

The monetary authorities in most 
underdeveloped countries could easily 
and profitably expand their anti-infla- 
tionary propaganda efforts; a more 
active role by them in this respect 
should help considerably. That these 
authorities have not been sufficiently 
active in the past is not entirely their 
fault. In many underdeveloped coun- 
tries they have only very recently 
gained independence from private in- 
terests or from the government. Thus 
they often have not been very sure of 
themselves and have tended to remain 
largely on the receiving end of propa- 
ganda and pressure campaigns. But 
with the passage of time they can be 
expected to grow more self-confident 
and to acquire stature in the eyes of 
the public. Then they will be in a posi- 
tion to wage a more successful educa- 
tional. campaign against inflationary 
tendencies. ; 

We can hope also for the emergence 
of what might be termed vested inter- 
ests in price stability. Together with 
existing groups which favor this alter- 
native they might become strong 
enough to balance or at least to par- 
tially counteract the influence currently 
exerted by the proinflationary interests. 
This possibility is not quite as remote 
as it might appear at first sight. In the 
first place, even without any conscious 
effort on the part of the authorities, 
such a development seems likely to oc- 
cur. As wealth increases, it is probable 


that the amount of money the public is 
willing to hold at any given rate of 
interest will increase. This willingness 
will be reinforced as capital formation 
grows and as the rate of return on in- 
vestment tends to fall. Both factors will 
contribute to an increase, in absolute 
terms though perhaps not in relation to 
national income, in the amount of re- 
sources held in liquid form and thus 
will tend to strengthen the forces in- 
terested in price stability. This of 
course is a development to be hoped 
for only over the long run. 

Another hopeful sign is the rapid 
increase in the number and value of 
life insurance policies which can be 
observed in some underdeveloped coun- 
tries. In El Salvador, Nicaragua, and 
Guatemala such policies have increased 
fourfold in the last eight years. The 
creation of new and the expansion of 
existing private or governmental pen- 
sion plans (whose beneficiaries usually 
receive an annuity based on some past 
income level) is perhaps another 
phenomenon we might hope will work 
toward the same end. 

But the monetary authorities need 
not depend exclusively on these spon- 
taneous or autonomous developments; 
they might take an active role in rein- 
forcing the ranks of the money claim 
holders. Propaganda campaigns aimed 
at potential savers will serve this pur- 
pose. Again, it is often possible to force 
upon the public the holding of mone- 
tary claims in one form or another, or 
at least to use indirect means to the 
same end. An illustration of this is the 
technique used in Haiti to force bor- 
rowers from the development institute 
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to subscribe in the form of bonds issued 
by the institute an amount correspond- 
ing to a certain percentage of the loan 
granted and to make good on the sub- 
scription at the time the loan becomes 
due. The bonds, which in some in- 
stances are paid to landlords when 
their land becomes subject to expro- 
priation under agrarian reform mea- 
sures (e.g., in Guatemala), might also 
have the effect of increasing the inter- 
est of this class in price . stability. 


Undoubtedly many other forced saving / 


techniques could be developed. 
Nothing has been said so far about 
the possibilities of granting restraining 
powers to forces other than the mone- 
tary authorities and of creating an auto- 
matically -working counterinflationary 


fiscal mechanism. Before concluding, it 
may be well to explain this neglect. 
The first alternative is impractical be- 
cause any nonmonetary authority 
which shared responsibility with the 
monetary one would be subject to the 
same kinds of pressures. As for the 
second alternative, the poorly devel- 
oped fiscal systems characteristic of 
most underdeveloped countries pre- 
clude a priori the application of such 
schemes. 

The solutions suggested above are 
not without their shortcomings. But the 
author is convinced that answers must 
be sought along the lines presented 
here, rather than through perfection of 
monetary legislation and institutions. 
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PENSION FUNDS have become a major 
factor in the accumulation of capital 
assets. Financial advisers, bankers, and 
brokers have been giving considerable 
attention to the investment policies of 
pension funds. There is increased ac- 
ceptance today of the soundness of a 
policy of investing some portion of a 
pension’s assets in high-grade equity 
investments in order to increase income 
yield and to protect the fund against 
the consequences of inflation. Various 
pension funds sponsored by universities, 
churches, corporations, trade unions, 
and other groups have been diversify- 
ing their assets by investing in equities 
as well as in government bonds. The 
pension plans of government bodies — 
Federal, state, and local — are increas- 
ing their assets at a rapid rate. 
However, while numerous nongov- 
ernment pension funds have been di- 
versifying their portfolios, it is usual to 
find that the pension funds of most 
government units are still pursuing the 
traditional policy of investing solely in 
government bonds. This results in a 
needless loss of income yield and means 
that in the long run the taxpayer will 
have to bear a larger part of the cost 
of pensions for government employees. 
Thus the investment policies pursued 


by government pension funds is of in- 
terest to taxpayers throughout the 
country. A very instructive case study 
can be found in an examination of the 
investment policies pursued by the 
pension funds currently operated by 
the City of New York. This case is un- 
doubtedly typical of many pension 
funds operated by government units all 
over the country. 


City of New York Funds 


New York has one of the largest 
pension funds in the world. As of June 
30, 1951, total assets of all retirement 
systems of which the City Comptroller 
is custodian were over one billion dol- 
lars, distributed as follows: 

City Employees’ Retire- 


ment Systeil =. 2... $ 516,726,778.99 
Teachers’ Retirement 
SMG Sine eee me 456,340,531.12 


Board of Education 
Retirement System... 

Police Pension Fund..... 25,499,199.38 

Hire: Pension Fund:. 2s. <. 9,381,712.44 


atalaet ctctcoaat $1,031,933,754.61 


Under the administrative codes of 
the City of New York, the pension 
funds of the City are permitted to in- 
vest in the same way as the savings 
banks in the state. According to the 
regulations of the State Banking De- 


23,985,532.68 
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Table 1. Assets of Retirement Systems for which the 
. Comptroller Is Custodian, as of June 30, 1951 


(CES iiatay ler hal cotoaes Gecaao ot ong onomc ge Sore. an 
Investment in securities issued by the City of New York............ 
Investment in securities of N.Y. City Housing Authority........... 
Investment in securities issued by the United States government. 


$ 7,531,960.47 
758,291 ,070.69 
7,640,000.00 
258,470,723.45 


$1,031,933,754.61 


partment, savings banks can invest. in 
mortgages, United States government 
bonds, and selected corporate stocks 
and bonds. The portfolio of the City 
pension funds, however, bears no re- 
semblance to that of the average sav- 
ings bank (Table 1). 

Two things seem glaringly obvious in 
this portfolio. First, diversification is 
absent. Of the total assets, more than 
75 percent is invested in obligations of 
the City of New York. Most of the re- 
mainder is in United States government 
bonds. Second, here is a tax-exempt 
pension fund that has the bulk of its 
assets in low-yielding tax-exempt muni- 
cipal securities. 


The Interest Gap 


New York City guarantees an in- 
terest rate of 4 percent to all employees 
who were members of the pension 
funds prior to June, 1947, and a return 
of 3 percent to city employees who 
enter the pension fund thereafter. 
These funds, however, are earning, on 
the average, less than 3 percent on 
their investments. It is the taxpayer, 
of course, who must make up the dif- 
ference between actual interest earn- 
ings and guaranteed interest. In 1951 
the City had to meet a deficit in inter- 
est earnings of the five major pension 


funds of almost $12,000,000. 


For example, the City’s largest pen- 
sion fund (Employees’ Retirement Sys- 
tem) with assets of over half a billion 
dollars, earned $13,900,000 in interest 
in 1951. This was almost $5,000,000 
less than the City’s guarantee on the 
interest earnings of the fund. 

In 1951 the Employees’ Retirement 
Fund earned 3.08 percent on its port- 
folio (see Table 2). This was possible 
only because many years ago this fund 
purchased a City housing loan which 
had an interest rate of 3.15 percent and 
earlier New York City bonds which 
paid 4.5 percent. As these older hold- 
ings mature and are replaced by lower- 
yielding securities, over-all yields may 
be expected to fall. The deficit in inter- 
est that the City will have to make up 
will be even larger than at present. 
This is also true of the other two older 
funds. 

Yields since 1938 have declined by 
almost a full percent. Perhaps a pre- 
cursor of things to come can be seen 
in the relatively new police and fire 
pension systems. The portfolios of these 
two funds are composed almost entirely 
of New York City 2.5 percent bonds. 

The taxpayer is the one who suffers 
from the policy of confining the bulk 
of the assets of the City’s pension funds 
to New York City obligations. He is 
the one who has to make up the dis- 
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Table 2. Earned Interest Rate of Five Major New York City 
Pension Funds, 1938 and 1951 


City Employees’ Retirement System... 
Teachers’ Retirement System......... 
Board of Education Retirement System........ 
Police Pension Fund (new)........... 
ire Pension bund (Mew). a.i05 . a. s.06 

UV EGA OOS Earner Maen panes « 


Earned Earned 
Interest Rate, | Interest Rate, 
1951 1938 
oes: 3.0767 3.85 
Jen ee 2.9131 3.83 
3.1229 3.90 
beeNaea er 2.5356 nwa? 
Ree. 2.5462 
Ret 2.98 


crepancy between actual interest earn- 
ings and guaranteed interest. There is, 
however, another cost to the taxpayer. 
The City’s policy on the sale of its 
bonds has been highly peculiar in re- 
cent years. The pension funds have 
been used mainly as a sop to gather 
up the bonds which the City sells each 
year to finance capital construction. 
Since 1945 the City has not sold a 
single dollar’s worth of securities in the 
open market. Every bond that has been 
issued in almost 7 years has been 
bought by the City’s pension funds and 
sinking funds. 

In the fiscal year 1950-51, for ex- 
ample, the City sold $182,000,000 
worth of serial bonds. About two-thirds 
of the bonds were purchased by the 
employee pension funds; the remaining 
bonds were sold to the City’s sinking 
funds. More than half of these bonds 
were of short maturity ranging from 
1 to 5, 10, or 20 years. The rest were 
long-term bonds of 30 or 40 years ma- 
turity. All of these bonds, irrespective 
of date of maturity, were sold to yield 
2.5 percent interest per annum. 

In 1951, Dr. Frederick L. Bird of 
Dun and Bradstreet made a study on 
the City’s debt management for the 


Mayor’s Committee on Management 
survey. He found that the yield pattern 
on New York City bonds was as follows 
(based on the then existing market val- 
uations of the bonds) : 


Maturity Percent yield 
DutOae/MVCAlSqenacys a5 Vee tou l.9 
TUROG IS ieatsne rere Delve tO 2.0 
USrtor 20 vieatss 07 2.15 to 2.50 
PIO? SayiCanse ers errs 2.50 to 2.60 


Thus, in the fiscal year 1950-51 the 
City sold all but its 30- and 40-year 
bonds at rates far in excess of what it 
would have paid if the bonds had been 
sold on the open market. If the City, 
in the fiscal year 1950-51, had sold all 
the bonds with shorter maturities on 
the open market at interest rates of 
less than 2.5 percent, it would have 
saved over half a million dollars on 
the first year’s interest charges. More- 
over, if the pension funds had pur- 
chased $160,000,000 worth of 2.75 per- 
cent Federal government bonds rather 
than the 2.5 percent City bonds which 
they did purchase, the added interest 
earnings would have been $400,000 in 
the first year alone. If corporate stocks 
and bonds had been purchased, the 
average yield would have been even 


higher. 
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Investment Policy 


The City’s policy with regard to the 
investment of the assets of its pension 
funds is an anachronism in this day 
and age. Pension trustees and invest- 
ment advisers are becoming increasingly 
aware of the need for the diversifica- 
of pension investments. The 
Teachers Insurance and Annuity Asso- 


tion 


ciation, the pension system for college 
professors established by the Carnegie 
Corporation, has recently announced 
that it will invest up to 50 percent of 
premiums received in common stocks 
and other equity-type investments. 
Morgan, Stanley and Company, a 
highly conservative investment banking 
organization, recently issued a brochure 
advising that a portion of the assets of 
pension funds be invested in equities. 
Various state pension funds have re- 
cently begun to diversify their port- 
folios through the purchase of United 
States government bonds and _ cor- 
porate stocks and bonds. The pension 
fund of the Federal Reserve System 
invests in equities. A typical pension 
trust diversification may show a pattern 
of approximately 60 percent in bonds, 
15 percent in preferred stocks, and 25 
percent in common stocks. The bonds 
will include both government and cor- 
porate obligations. The common stocks 
will usually be represented mainly by 
defensive issues and blue chips. 

By confining the pension fund invest- 
ments mainly to New York City bonds, 
the City is sacrificing a considerable 
amount of yield, and is thus performing 
a disservice to the taxpayer. Further- 
more, there now exists a complete lack 
of diversification. With over 75 per- 


cent of the pension fund assets in City 
obligations, almost all the eggs are 
literally in one basket. Potentially this 
is a situation fraught with great danger 
for the stability of the pension funds. 
No prudent investment adviser would 
ever sanction such a lack of sound and 
planned investment diversification as 
exists at present in the City’s pension 
funds. These pension funds own almost 
one-fourth of the City’s outstanding 
debt. 

New York City faces no legal prob- 
lem in this area. The City Charter 
states explicitly that the pension funds 
may invest their assets in the same 
manner as is permitted to the savings 
banks. It is difficult to understand why 
the pension funds, which are tax- 
exempt, should purchase almost ex- 
clusively municipal securities whose 
interest rates are low because they pro- 
vide a tax-free feature. 

In his survey of the City’s debt man- 
agement policy, Dr. Bird had the fol- 
lowing to say about the handling of the 
City’s sinking fund assets: 

“It seems likely that within a fairly 
short period the City could gain sev- 
eral millions a year by shifting of 
investments . . . selling on the open 
market its sinking fund holdings of 
City bonds, and, with the proceeds, 
buying higher yield Federal obliga- 
tions.” 

What Dr. Bird says about the sinking 
funds holds true for the pension funds. 
However, the earning potential is even 
higher since part of the pension fund 
assets can be invested in corporate se- 
curities which yield more than United 
States government obligations. 
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A great problem, however, is the 
marketability of City securities on the 
open market at favorable terms. At 
the moment it is doubtful whether the 
pension funds could sell at favorable 
terms any large quantity of City bonds. 
Three major reasons exist for the re- 
luctance of investors to purchase large 
amounts of City obligations: 

1. New York City has not offered 
any bonds for public sale since 1945. 
The municipal bond market is not ac- 
customed to receiving large blocks of 
New York City securities, and there 
are substantial areas of ignorance exist- 
ing on the market as to the basic 
stability of the City’s financial situation. 
Customer acceptance for a substantial 
amount of City bonds would have to be 
created. This is a problem of public 
relations that could be met with intelli- 
gent programming. 

2. The apparent weakness of the 
City’s present fiscal position is of con- 
cern to some bond specialists. To sell 
any large amounts of longer-term bonds 
it might be necessary to hold out the 
lure of lower prices and higher interest 
rates to potential buyers. 

3. Lack of information exists on the 
market as to what the City’s future 
investment policy might be. As an ex- 
ample, some professionals on the 
market may anticipate the sale of $500 
million to $600 million worth of bonds 
for the transit construction program. 
Before any substantial issues of bonds 
could be sold, some positive action 
would have to be taken to clarify the 
nature of future capital construction 
projects by the City. 


Suggestions for the Future 


In spite of these difficulties, it seems 
to us that the pension funds could mar- 
ket from $100 million to $150 million 
of its shorter-term holdings (5-, 10-, 
and 15-year maturities) of City bonds 
at a substantial profit. From time to 
time in the future, as favorable muni- 
cipal bond market conditions exist, the 
pension funds could dispose of more of 
their holdings of City bonds. The pro- 
ceeds could be used to purchase higher 
yielding securities. Of course this would 
assume that orderly marketing processes 
are observed, that the City re-estab- 
lishes better liaison with the municipal 
bond market, and that assurances are 
given of future marketing intentions. 
The pension funds also receive contri- 
butions every year from the City and 
the employees which could be invested 
in a diversified list of securities in ac- 
cordance with a long-range investment 
policy. 

New York City requires a sound and 
well-formulated program of diversifica- 
tion for the assets of its pension funds. 
Competent and expert advice is re- 
quired. This can be accomplished, per- 
haps, by setting up an investment 
board which will supervise the invest- 
ment policies of all the City’s trust and 
sinking funds. This board could con- 
sist of a paid chairman who is an. 
expert on finance and investment policy 
and a staff of paid assistants. There 
could also be nonpaid public members 
chosen from the many public-spirited 
citizens who are recognized authorities 
in the investment field. Several years 
ago the State of New York set up such 
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a board of experts to handle its invest- 
ment policy. The head of the Board 
was a recognized expert in municipal 
finance and investment banking. 

The City’s pension funds have over 
a billion dollars in assets and are grow- 
ing steadily in size. Their management 
requires a policy of well-formulated 
long-range diversification. The City’s 
taxpayer will benefit considerably from 
such sound financial management. Fur- 
ther, the entrance of the New York 
City pension funds into the equity 
capital market coupled with the en- 
trance of other large pension funds 
already investing in equities would be a 
stabilizing factor in the long-run 
fluctuations of this market. 


The investment problem of pension 
funds of government units throughout 
the country is a significant one. In the 
long run the lack of a planned and 
coordinated investment policy will be 
extremely expensive both to the tax- 
payers and to pension fund contribu- 
tors. Government-sponsored pension 
funds should begin to give serious 
thought to the need for diversification 
of their holdings and the development 
of a comprehensive long-range invest- 
ment policy. This will serve the best 
interests of both taxpayers and con- 
tributors to the funds. Informed expert- 
ness is vitally needed in this area of 
administration. 
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PUBLIC ATTENTION in the United States 
in the last four years has been riveted 
on the large-scale gifts this country has 
made to foreign nations under the 
Marshall Plan. As a _ consequence, 
American loans to foreign countries 
have received scant publicity and the 
question of their eventual repayment 
has hardly been raised. Yet it is easily 
conceivable that the good will gained 
by the Marshall Plan will be lost 
through our inability to solve the eco- 
nomic problem of loan repayment 
across international boundaries. It is 
not so much the analytical difficulties 
of the subject as the economic impli- 
cations of debt repayment that are 
unpleasant to face. 


United States Government Loans 


Of the $38 billion in foreign aid 
which the United States government 
has extended in the postwar period 
(July 1, 1945, to June 30, 1952), some 
$11.5 billion, or about 30 percent, has 
been in the form of loans.1 Some $9.6 
billion of these loans were outstanding 
on June 30, 1952. 

These figures do not, moreover, in- 
clude any credits which we may ex- 
tend in connection with our settlement 
of accounts with Germany, Japan, 


China, or the U.S.S.R. Although it 


* Statistics given here, as in other places in 
this article, are taken chiefly from various 
issues of the Survey of Current Business, 
published by the U. S. Department of Com- 
merce. 


‘totaled above are as follows: 


appears likely that any debts owed us 
by the latter two nations might as well 
be written off the books, it is conceiv- 
able that final settlements with the 
two former enemy nations may involve 
the confirmation of large debts by 
them to the United States. 

The five major sources of the credits 


‘ 


(millions) 
Buitishg Oalamee pent ricthdeee ieee $3,750 
Export-Import Bank loans...... $2,651 
Surplus property settlements*.... $1,334 
Credit agreement offsets to 
Prants he Sree ees ee ae $1,256 
Mutual Security Program....... $ 990 


These loans range in length all the 
way from short-term Export-Import 
Bank loans to finance the foreign pur- 
chase of American cotton with repay- 
ment upon sale of the cotton textiles 
manufactured from the cotton to the 
British loan which runs until the year 
2000. Interest rates vary, but average 
between 2 percent and 3 percent. 

If we were to assume that the United 
States government made no further 


“These represent credit sales of equip- 
ment, materials, and supplies left behind 
when our armies returned home after World 
War II. 

> These credits, arising out of Marshall 
Plan grants, are available to the United 
States in the foreign currencies only. Their 
use by the United States for material pur- 
chases abroad places virtually the same bur- 
den on the foreign debtor as does a loan 
payable in dollars. The only practical differ- 
ence is that with these credits repayment 
cannot be obtained except by a direct pur- 
chase of foreign goods by the United States. 
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loans abroad, we might draw up a 
table showing the annual payments to 
be made by foreign countries to us 
between now and the year 2000. The 
Department of Commerce has done 
this, indicating that payments (prin- 
cipal and interest) will rise annually 
until 1956 and then decline gradually 
over the years until 2000. But a more 
realistic view is that the United States 
will be making loans to foreign coun- 
tries in the future as it has in the past 
and that predictions regarding future 
balance-of-payments effects of our 
must take this 


foreign loans into 


account. 


American Private Investment Abroad 


Before considering the economics of 
loan repayment it may be well to sum- 
marize the situation as regards private 
investments abroad held by American 
individuals and corporations. The in- 
come from these investments affects 
the current balance-of-payments posi- 
tion of the United States vis-a-vis the 
rest of the world if such income is 
“brought home” in the year in which 
it is earned. If reinvested abroad, such 
earnings will not affect the current 
balance of payments but will affect 
future balance-of-payments situations 
as income is earned on this additional 
investment and if, at some future date, 
American investors wish to or are 
forced to withdraw their investments 
in foreign lands. 

In 1951, the total earnings on Ameri- 
can investments abroad were $2.7 
billion. Not all of this amount entered 
the United States balance of payments 
for that year; some $700 million was 
left abroad in the form of undistributed 


profits. Another $300 million was rein- 
vested abroad and, of course, some 
foreigners held investments in this 
country which yielded income to them. 
On balance, however, in 1951, foreign 
payments to the United States on ac- 
count of private investments totaled 
nearly $1.5 billion. This last amount 
represents, in effect, payments made 
from foreign countries to individuals 
or corporations in the United States in 
exchange for which no goods or services 
were concurrently received by for- 
eigners. 

Total private American investments 
abroad were estimated at nearly $15 
billion on December 31, 1951. The 
rate of return on these investments — 
averaged, therefore, about 11.4 per- 
cent. The significance of these private 
investments as an obstacle in the debt 
repayment picture is often overlooked. 

Early in the Marshall Plan, Paul 
Hoffman suggested that trade between 
the United States and Europe would 
be brought into balance at the con- 
clusion of our foreign aid program by 
a reduction in United States exports, 
an increase in our imports, and “. . . 
a reasonable amount of [private] Ameri- 
can investment abroad.” This “reason- 
able amount” would be as much as $1 
billion a year even if the estimated 
1952 deficit on current account were 
reduced by 80 percent in the years 
ahead. 

The simple arithmetic of foreign in- 
vestment might give us pause before 
we view this solution as any kind of a 
permanent one. Suppose the rate of 
return on this investment were 10 per- 
cent (certainly not exorbitant consider- 
ing the risks involved and the heavy 
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demand abroad for American capital). 
One billion dollars of investment a year 
for only 10 years would present the 
interest or dividend payment problem 


set forth in the following table. 


Interest or dividends 
due United States 


1954.. $ 100,000,000 


Principal owed 
United States 
$ 1,000,000,000 


1955.. 200,000,000 2,000,000,000 
1956.. - 300,000,000 3,000,000,000 
1957.. 400,000,000 4,000,000,000 
1958.. 500,000,000 5,000,000,000 
1959.. 600,000,000 6,000,000,000 
1960.. 700,000,000 7,000,000,000 
1961.. 800,000,000 8,000,000,000 
1962.. 900,000,000 9,000,000,000 
1963.. 1,000,000,000 10,000,000,000 


Thus, if such an investment program 
did get under way in 1953, by 1958 one- 
half of the dollars invested each year 
would be absorbed by interest or divi- 
dend payments on previous investment; 
by 1963 the entire billion dollars in- 
vested in that year would be absorbed 
in paying the return earned on previous 
investments under this program. Yet 
the problem of paying back the prin- 
cipal amount would not even be 
touched. 

And, as if this were not enough to 
worry about, we would not be starting 
such a program with a clean slate by 
any means. 


The Economics of Loan Repayment 


On the surface, and all too often 
that is as deep as foreign loan inquiries 
go at the time of lending, foreign loans 
are like any other loans. We lend a 
foreign country a sum of dollars for a 
stipulated period and at the end of 
that period expect to receive the same 
number of dollars in return plus in- 
terest during the interim. 


Actually, the dollars which we lend 
to the rest of the world leave the 
United States as bales of cotton, 
tractors, turbines, oil, machine tools, 
and the myriad other products of 
American farms and factories that 
foreign nations need. Usually as soon 
as a foreign nation receives a dollar 
loan it proceeds to write checks against 
this credit to pay for American goods 
and services. But it might spend the 
dollars elsewhere, perhaps in Bolivia © 
for tin. The dollars, however, like any 
dollars, can only be “cashed in” finally 
for American products. Shortly after 
the tin purchase by our foreign bor- 
rower we can expect the dollars to 
arrive home as payment for a Bolivian 
purchase of American goods. So the 
result for the American economy would 
be the same as in the case of the direct 
use of an American foreign credit for 
American goods. 

The logical conclusion to be drawn 
from this is that these dollars can be 
repaid only in like fashion through the 
receipt of goods and services by the 
United States. This is, however, a 
crude statement of the mechanism of 
repayment since the world’s trade does 
not stop while the necessary goods to 
repay a foreign debt are shipped to the 
United States. What is required dur- 
ing the period of repayment is that the 
United States receive from the rest of 
the world goods and services greater in 
value than the goods and services sent 
abroad. Whatever this difference 
amounts to, that sum, in dollars, is 
available for payment on capital ac- 
count, public or private. 

Expressed in popular language what 
has been said is this: The United States 
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will have a “favorable” balance of 
trade while lending to foreign countries 
and must expect an “unfavorable” bal- 
ance of trade in order to receive re- 
payment of its loans. The use of the 
words “favorable” and “unfavorable” 
indicates the preconceptions which all 
too frequently are carried into any 
discussion of the problems involved. 
Writing about 1630, Thomas Mun, 
an early English economist, said, 
The ordinary means therefore to increase 
our wealth and treasure is by Foreign 
Trade, wherein we must ever observe this 


rule; to sell more to strangers yearly than 
we consume of theirs in value. 


Though obviously impossible to 
achieve over any extended period of 
time, Mun’s foreign trade goal is still 
firmly planted in the minds of many 
who never heard of Mun _ himself. 
Mun’s efforts were directed to the dis- 
covery of policies which would increase 
England’s supply of gold and silver, 
but the bulging vaults at Fort Knox 
and West Point make such an objective 
ridiculous for the United States today. 
At the present time support for Mun’s 
belief is deep-rooted in an American 
philosophy which emphasizes produc- 
tion and selling rather than buying and 
consumption. American business-heroes 
are customarily production bosses or 
supersalesmen. Purchasing agents get 
few medals. Thus the American is 
psychologically prepared to view ex- 
ports as a good thing for a nation 
whereas imports, except those of other- 
wise unattainable raw materials, are 
more likely to be considered a bad 
thing for the country. Economists often 
overlook or discount this psychological 
predisposition and consequently are 


surprised that their rational arguments 
for increasing American imports make 
so little headway. 

Adam Smith’s classic 
“What is prudence in the conduct of 
every private family, can scarce be 
folly in that of a great kingdom,” was 
not said as a warning against govern- 
ments borrowing from their own citi- 


statement, 


zens as many believe. Actually, the 
words followed Smith’s attack on 
Mun’s foreign trade theory in which 
Smith summarized his own views by | 
saying, “It is the maxim of every pru- | 
dent master of a family, never to at- 
tempt to make at home what it will 
cost him more to make than to buy.” 
The reverence of the American busi- 
nessman for the apostle of laissez-faire, 
needless to say, is not based on this last 
passage. 

But perhaps there are other ways in 
which foreign nations can settle their 
debts with the United States besides 
selling us more than we sell them. 
There are, and it might be well to 
examine them. The most obvious of the 
alternative methods is to pay the debt 
in gold. This would be ideal from the 
standpoint of all the producer groups 
in the United States economy. For the 
great attribute of receiving gold in pay- 
ment of foreign debts is that it does 
not compete with any American prod- 
ucts. Even American gold mining cor- 
porations and the gold miners’ labor 
organization would not object, because 
the United States Treasury stands 
ready to pay $35 an ounce for the 
domestic product regardless of the 
amount of foreign gold which may be 
shipped in. 
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The additional gold thus obtained 
may be worthless, however, unless sent 
abroad again in exchange for the very 
goods and services whose import we 
are trying to discourage. But how 
much gold is too much? After all, no 


one really knows how much gold is. 


needed to ensure confidence in our 
paper money. There may be some 
doubt whether the American public 
_ puts much stock in the gold hoard at 
all after becoming accustomed to what 
has been essentially a managed cur- 
rency for twenty years. Anyone under 
forty-five years of age has never been 
- able to exchange currency for gold in 
his adult life and he probably does not 
see much connection between the in- 
frequent news pictures of Fort Knox 
and the value of the paper money in 
his pocket. However, if the time came 
when gold began to flow out and goods 
to flow into the United States, we 
would likely hear the cry that the 
foundations of our money system were 
being weakened. 

Thus, those of our foreign debtors 
who have gold mines within their 
boundaries are far better situated than 
the rest of the world when it comes to 
repaying their debts to us. For there is 
little gold outside the United States 
_ today except in the mines. 

The amount of gold mined outside 
the United States each year (under 
$800 million in 1951) is not large rela- 
tive to the current “dollar shortage” 
and our present foreign loans, The 
proportion of this gold which is avail- 
able for debt-settlement purposes would 
be even smaller since the nations that 
mine gold are not the heavy debtors. 

Although the United States Treasury 


has given little indication that it real- 
izes it may be holding a bag contain- 
ing many billions of dollars worth of 
gold which cannot be exchanged for 
more useful objects, it did become 
mildly alarmed not long after the war 
when the Canadian government began 
subsidizing gold production in the Do- 
minion. Canada was attempting to 
increase the production of the one 
item which, since it did not enter into 
the market place where useful things 
are bought and sold, could be exported 
to the United States in any quantity 
without fear of provoking retaliation 
by trade barriers such as tariffs and 
import quotas. The Treasury’s news 
release on the matter suggested that 
the Treasury did not like it but did not 
furnish any reasons. After all, what 
real objection could a banker have to 
seeing his gold hoard increased? 

A slightly different method of loan 
repayment from that of gold has been 
urged from time to time. This new 
wrinkle in what is essentially the gold 
method is to obtain repayment in the 
media of metals other than gold which 
we do not mine in the United States 
and certain other raw materials, such 
as natural rubber, which we do not 
produce. This method, so sensible on 
its face, is largely converted to the gold 
proposition by provision that the ma- 
terials received in payment of debts 
are not to be used to satisfy any of 
the needs of the American consumer, 
but are to be stock-piled as a defense 
measure. No one would argue against 
the necessity for stock-piling whatever 
amounts of strategic raw materials may 
be considered necessary in the event 
war should cut off our sources of sup- 
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ply. But such amounts might be quite 
different in kind and quantity from 
what would be received in payment for 
our loans. It would be interesting to 
see just how quickly our defense stock 
pile of tin, if thus accumulated, would 
be liquidated if rich deposits of this 
metal were found in the Rockies. The 
howls that would go up from the new 
United States tin companies, from the 
tin miners’ union, and from that 
region’s duly elected representatives to 
Congress probably would be loud 
enough to prevent competition from 
the government’s stock pile. Possibly 
room could be found in Fort Knox to 
rebury the foreign tin so that there 
would be no chance for it to provide 
“unfair” competition. 

A third method of repayment would 
be through the liquidation of foreign 
investments in the United States. The 
British interest in an American firm 
can always be sold for dollars to Ameri- 
cans and this type of sale, being out- 
side the market place for products, 
would not be: considered “ruinous” 
competition. There are some very prac- 
tical limitations to this method, how- 
ever, the most apparent being that it 
is strictly limited by the amount of 
investment in United States properties 
held by foreigners. This total was 
greatly reduced during the war. It 
does, however, offer some possibilities. 
Of course, when word spread that the 
sale of such investments would elim- 
inate the dollars usually earned each 
year by foreigners in interest and divi- 
dends, a halt might be called for, 
obviously, to cut off foreigners from 
this source of dollars would be to cut 


off customers from the means to pur- — 
chase American products. 

Still a fourth method of repayment 
which might work for some debtors 
but could not work for all would be 
for, say, Great Britain to obtain dollars 
loaned to France by the United States 
by selling British products to the 
French and to pay the dollars in turn 
to the United States to satisfy the 
British debt to us. This method, how- 
ever, fell into disrepute in the post- 
World War I period when we discov- 
ered that our loans to Germany were | 
being used indirectly by the Germans 
to pay war indemnities to our former 
Allies who in turn used the dollars thus 
obtained to make payment on their war 
debts to the United States. This is a 
complicated method of passing the 
international buck. 

If these are the methods by which 
our foreign loans can be repaid it is 
clear that the only one that makes any 
sense is that of receiving payment in 
the same media which we loaned 
originally, namely, goods and services. 
But even this is no simple solution 
because it will mean an “unfavorable” 
balance of trade over a period of per- 
haps many years and there is good 
reason to fear such a development be- 
cause of its effect on our domestic 
economy. 


Repayment and the Domestic 
Economy 


It is important to understand that in 
a properly functioning domestic econ- 
omy an “unfavorable” balance of trade 
during a period of debt repayment 
would be anything but unfavorable. It 
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would mean simply that foreign coun- 
tries were returning what had been 
borrowed. It would mean, also, that 
the real income of the American con- 
sumer was being increased over what 
was produced at home by the excess of 
our imports over our exports. If more 
products came into the United States 
in a year than went out, one would 
expect us to be better off. 

That it would be advantageous to 
receive more goods and services from 
foreigners than we make available to 
them may seem obvious, but apparently 
it is not.. 

Those who decry an “unfavorable” 
balance of trade base their arguments 
on two major differences between the 
economy that most economists until 
recently set up as a theoretical model 
and the actual domestic economy of 
the United States. In the first place 
these economists had supposed that 
both labor and capital could move 
freely from one occupation to another 
and that there would be no net eco- 
nomic loss involved in such shifting. 
Of course, in the long run this may be 
true, but as John Maynard Keynes so 
aptly put it, “In the long run we are 
all dead.” 

The immediate effect of allowing the 
British, for example, to send woolen 
goods into the United States unhin- 
dered by tariffs would undoubtedly be 
a sizable increase in Britain’s dollar 
earnings and more woolen suits and 
overcoats at lower prices for the Amer- 
ican consumer. These increased dollar 
earnings would materially assist the 
British in paying back what they have 
borrowed from us. It would also un- 
doubtedly mean the closing down of 


the least efficient woolen mills in this 
country and unemployment of their 
workers. It would be little solace to 
these workers and to the investors in 
the closed mills that the United States 
was merely following Adam Smith’s 
dictum and buying from others what 
it would cost more to make ourselves; 
nor would an explanation that the 
benefits to American consumers rep- 
resented the repayment of a portion of 
the British debt to the United States 
be sufficient comfort. Finally, it would 
not be much encouragement to tell the 
woolen workers and the millowners 
that economic theory provided them 
with a place in another industry more 
efficient than that from which they 
had just been pushed by British com- 
petition. Perhaps this other industry is 
automobile manufacture. But how is a 
worker to get from New England to 
Detroit, find a place for his family, and 
an equally good job in an automobile 
plant? How is a manufacturer to re- 
trieve his capital from a plant whose 
doors are closed and take advantage 
of the better investment opportunity 
in automobiles? The representative to 
Congress from a woolen-manufacturing 
district must have satisfactory answers 
to these questions before he votes to 
eliminate the tariff. 

The second major difference between 
the theoretical world of the economists 
of the nineteenth and early twentieth 
centuries and that of the real world is 
that, in their theory, depression and 
unemployment in an entire economy 
was impossible, or, some said, could be 
of only short duration. When Lord 
Keynes embarked, over a decade ago, 
on an idol-breaking project in the 
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temple of the laddeal’ economists, he 
gave this assumption a particularly 
smashing blow. His conclusions have 
had wide repercussions in many fields 
of economics outside of foreign trade, 
but what is pertinent to this article 
is his analysis of the doctrines so 
staunchly put forth by Mun and 
others three centuries before. In brief, 
he concluded that Mun was nearer 
right for the England of his day than 
Smith would have been. 

Because the American businessman 
‘who is at all conversant with Keynes 
often blames his theories for the New 
Deal’s deficit financing, he has usually 
dismissed him as a crackpot without 
realizing that Keynes had also made 
some remarks regarding the balance of 
trade which would warm the hearts 
and load the guns of the high-tariff 
enthusiasts. Though too much sum- 
marizing may be unfair to Keynes, 
what he said in effect was that Mun 
was right in advocating a “favorable” 
balance of trade since, in those days, an 
influx of gold and silver meant an 
inflation of prices and wages and such 
inflation brought about higher levels of 
employment. On the other hand, drain- 
ing gold and silver from England 
would mean deflation of prices and 
unemployment. The United States in 
1952 reached the highest level of em- 
ployment and the highest level of 
prices in our history. These were not 
totally unrelated phenomena. 

The conclusion is inescapable that, 
if we attempted to obtain repayment 
of our loans in a period of unemploy- 
ment and depression through an “un- 
favorable” balance of trade, we would 
be inviting further depression and still 


more unemployment. Reduction of our 
gold supply would not be the cause as 
in Mun’s England, but rather the re- 
duction in effective monetary demand 
for American products because of a 
shift of purchasing power to foreign- 
made goods. Yet it will most likely be 
at such a time that we will demand 
repayment of outstanding debts and 
cease further lending operations. Like 
any banker we call in our loans when 
times are bad. At the same time we 
will undoubtedly be making strenuous 
efforts to preserve a “favorable” bal-' 
ance of trade in order to stimulate 
employment. The last severe attack of 
this form of national schizophrenia 
occurred in the early 1930’s when the 
very high Smoot-Hawley tariff and 
foreign debt repayment were being 
demanded simultaneously. This tariff 
made the Hoover debt moratorium 
inevitable. 

Does all this mean that we must 
resign ourselves to permanently em- 
ploying a part of our capital and our 
labor in producing goods which will be 
sent abroad without the receipt of an 
equivalent value at a later date? Per- 
haps so, but if this is the case, it would 
be far better to face reality and give 
this portion of our production away 
than to go through the pretense of 
doing it on a “businesslike basis” 
through loans which, in the very nature 
of the case, must later be repudiated 
because of the United States’ own 
foreign trade policies. For a gift, prop- 
erly made, at least returns interest in 
the form of better international rela- 
tions; the only interest received on a 
repudiated loan is recrimination and 
distrust. No more fitting place to heed 
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the advise of Polonius can be found 
than in the sphere of international 
finance. 

It is important to remember, how- 
ever, that if this is true, it is true 
primarily because we have not yet 
solved our domestic problem of recur- 
ring crises and depressions. It is this 
failure in our domestic economy which 
makes good economic policy of a for- 
eign trade theory which is basically 
illogical and wasteful. Secondarily, we 
have the problem of cushioning the 
effect of the increase in imports on 
particular industries whatever may be 
the condition of the whole economy. 
But this latter problem is more sus- 
ceptible of solution over a period of 
years and can be solved if there is a 
firm determination not to subsidize by 
tariffs or other trade restrictions indus- 
tries which are inefficient relative to 
other American industries. It cannot 
be done overnight, however, without 
to labor and 
capital and much social dislocation. 

We may, make gifts 
abroad for charitable 


severe economic loss 


of course, 
political or 


reasons or in recognition of the fact 


that some of our Allies suffered heavier 
war damage and economic dislocation 
than did the United States, but such 
gifts stand on a very different footing 
from gifts abroad for the purpose of 
stimulating exports. 


Conclusion 


If the United States is determined to 
maintain a “favorable” balance of 


trade, and most of the evidence seems 
to point that way, then three paths 
are open to us. We can cut down our 
export surplus to a point at which it 
can be covered by the newly mined 
gold outside the United States. Sec- 
ondly, we can give away abroad what- 
ever amounts are necessary to bring 
about a balance of trade that is con- 
sidered sufficiently favorable. Finally, 
we can extend loans to cover the gap 
between our exports and imports, 
knowing that as long as we persist in 
our desire to have a “favorable” bal- 
ance of trade, those loans will never 
be repaid. 

Of these three choices, the first 
would mean the least sacrifice unless 
there should be a very great increase 
in gold production outside the United 
States. The second would represent a 
sacrifice which we would know we 
were making and which might, if the 
seed were properly sown, reap a har- 
vest of good will in future years. The 
third path will lead us straight into 
the same dilemma we ran into in the 
1930’s. The result can only be repudia- 
tion of the loans with all that means 
in terms of international ill will and 
the straining of political and economic 
ties. 

It is not much of an oversimplifica- 
tion to say that the basic problem is 
whether we can arrange our domestic 
economy in the future so that we can 
have the rest of the world working for 
us just as we are today working for the 
rest of the world. 
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IN RECENT YEARS, Federal expenditures 
for water resources development have 
totaled more than $1 billion annually,* 
and various estimates of the cost of 
water development projects proposed 
for the next few decades range from 
$50 billion to $100 billion. In view of 
the size of current and contemplated 
expenditures, it would seem most de- 
sirable that these outlays of public 
funds be made upon the basis of sound 
economic appraisals of the value of the 
projects to the nation. Despite the 
costly outlays for water development 
in the past and the large dimensions 
of proposed projects, the nation is 
without a uniform and internally con- 
sistent national water policy. 

Existing projects have been under- 
taken by private initiative, local and 
state governments, and by various 
agencies of the Federal government. 
Because of the diversity of the initiat- 
ing groups, with their limited and 
sometimes conflicting objectives, proj- 
ect evaluation has been based upon a 
wide range of economic criteria and 
techniques for the measurement of 
gains and the assessment of reimburse- 
ment costs. There is, therefore, no 
orderly and widely recognized set of 
principles by which the nation and its 


*“Papers and Proceedings,” American 
Economic Review, May, 1951, p. 281. 


legislative and executive branches may 
be guided. The need for such a set of 
principles is indicated in the memo- 
randum to the Hoover Commission of 
the 1948 National Water Conference, 
which states: 


The necessity for comprehensive, basin- 
wide development of the water resource is 
now fully recognized. This objective, how- 
ever, cannot be attained in all cases with- 
out the guidance of clearly defined policies, 
principles and procedures, established by 
the Congress. 

There is today no clearly defined Na- 
tional water policy. This situation is recog- 
nized in Congress, and is fully understood 
by those who have occasion to deal with 
the subject. 

Water conservation, utilization and con- 
trol is carried on today by various Federal 
agencies, under regulations and _ laws 
adopted at various times, which are not 
adequately integrated. Often action by 
Congress has been prompted by expedi- 
ency, and by unrelated public demand from 
various parts of the country. The body of 
law regulating the activities of Federal 
agencies in the water field has grown up 
like “Topsy.” The nation in this important 
endeavor has in the past proceeded, and at 
the present time continues to proceed in a 
haphazard way.? 


Basic Issues in the Development of a 
National Water Policy 


If we are to succeed in establishing 
a workable national water policy, sev- 


* Ibid., p. 280. 
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eral fundamental questions must be 
resolved. Foremost, perhaps, is the role 
of government in the development 


and operation of water resource 


_ projects. Secondly, the principles by 


which reimbursement is to be made 
must be clearly delineated. And finally, 
a criterion or criteria must be adopted 
by which the over-all feasibility of a 
project may be judged. Although these 
problems are inseparable, it is the ob- 
ject of this paper mainly to stress 
some of the economic implications of 
the latter issue, that of project feasi- 
bility or evaluation. 


Public vs. Private Control 


The question of public versus private 
development of water resources in- 
volves many political issues outside the 
scope of this discussion. If the eco- 
nomic welfare of the community is 
taken as the sole consideration, the 
problem centers around the compara- 
tive efficiency of public versus private 
management. Here, of course, 
found wide differences of opinion. 
Critics of Federal control stress the 
desirability of local responsibility and 
reimbursement in full by local bene- 
ficiaries for all benefits received 
whether direct or indirect. 

On the other hand, proponents of 
Federal control argue that such con- 
trol is no less efficient than that of 
private business, and more important, 
that such control provides opportunity 
for the Federal government to under- 
take to provide a wide variety of bene- 
fits that private initiative would find 
unprofitable to undertake. Moreover, 
many projects may encompass a whole 
and extend across the 


are 


river basin 


borders of several states, thus placing 
the problem beyond the resources and 
interests of the various states involved. 
Also, it is evident that the benefits 
may extend beyond the confines of a 
river basin through the transmission of 
low-cost power, the reduction in cost 
of many commodities produced within 
the project area, improved navigation, 
and other gains accruing to the nation 
as a whole. 


Reimbursement 


Modern, multiple-purpose water re- 
source programs bring a wide variety 
of gains to private individuals, to local 
communities, and to the entire nation. 
Specifically, these gains may stem from 
the provision of hydroelectric power, 
irrigation water, navigation, flood con- 
trol, domestic and industrial water 
supply, land drainage, watershed pro- 
tection and land use management, pol- 
lution abatement, recreation facilities, 
and fish and wild life preservation. It 
takes little imagination to perceive 
that these gains include benefits which 
may enhance the incomes of many 
individuals as well as larger entities. 
How, if at all, is the burden of cost 
to be distributed among the various 
recipients? It seems appropriate that 
all groups or individuals receiving di- 
rect or secondary benefits should pay 
in full measure, although some students 
of the problem have argued that the 
burden should be borne by all tax- 
payers on the basis of ability to pay. 

There is ample evidence that we 
have no national reimbursement policy 
at this time. It is worth noting that 
Federal expenditures have been paid 
for the most part by the taxpayer, 
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rather than by local beneficiaries. It 
has been estimated that from 1824 to 
1948 total Federal expenditures on 
water resources development were 
about $7.1 billion, of which only 26.2 
percent was repayable.* In the light of 
this experience we must infer that large 
elements of subsidy have been present 
in many of the projects. It is evident 
from the record that some individuals 
and groups have received extensive 
benefits for which they paid little or 
nothing, whereas others carried an 
appropriate share of the burden or 
even a more-than-proportionate share, 
thus subsidizing other beneficiaries. 
There is evidence that the portion of 
project cost allocated to public benefits 
seems to be based upon very. optimistic 
assumptions with respect to the size of 
the gains accruing to the public as 
compared with those traceable to spe- 
cific individuals or groups. If such 
gains have not been realized by the 
nation as a whole, we must come to 
the painful. conclusion that many 
groups have been subsidized at con- 
siderable expense by the Federal gov- 
ernment. A still more unpopular specu- 
lation might be that neither public 
nor private gains have been commen- 
surate with the cost of some projects. 


Project Evaluation 


A sound national water policy must 
give us answers to other questions as 
well as to the problems of control and 
reimbursement. Future developments 
must be consistent with need, and we 


* Memorandum prepared by the Depart- 
ment of the Interior for the President’s 
Water Resources Policy Commission, June 
27, 1950. 
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must know the nature of these needs. 
We must also examine certain national 
policies that affect our decisions on wa- 
ter resource development, and finally 
we must have an accurate technique 
by which we may judge the feasibility 
of proposed projects. 

In recent years, there has been a 
large increase in the rate of water con- 
sumption by different classes of users. 
Between 1939 and 1949, according to 


a recent study, 2,252 industrial plants 


increased their water intake by an 
average of 36 percent.* Plant expan- 
sion and increasing productivity re- 
quire an ever-increasing volume of all 
physical resources. In addition to these 
productivity increases, the growth of 
our population also will place heavy 
burdens upon the nation’s basic re- 
sources. Some students of population 
trends in the United States conclude 
that the United States will experience 
a one-third increase in total population 
in the period from 1950 to 1975. This 
growth, coupled with increasing con- 
sumption per capita, indicates that 
existing rates of utilization and exploi- 
tation may fall far short of America’s 
needs. In the Far West the problem of 
population growth gives promise of 
even greater future shortages. Because 
of migration of population into some 
of the western states, they have experi- 
enced a growth factor far above the 
national average. Oddly enough, this 


“Robert S. Snider, “The Work of the 
President’s Water Resources Policy Commis- 
sion,’ The Annals of the American Academy 
of Political and Social Sciences, Vol. 281, 
May, 1952, p. 156. 

* Morris E, Garnsey, “Water: West,” An- 
nals of American Academy of Political and 
Social Sciences, Vol. 281, May, 1952, p. 163. 
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means that the greatest growth in 
population is occurring where the 
water resource facilities are creaking 
under the strain of existing demand. 
Many western areas are not capable of 
sustaining the existing rate of utilization 
with present facilities. During recent 
years water tables have been lowered to 
a dangerous degree through persistent 
pumping at rates in excess of replace- 
ment flows. 
costly. Wells have been abandoned, 
and some agricultural and industrial 
productive facilities curtailed. Water 
from new and existing wells must be 
lifted ever-greater distances, thus plac- 
ing an additional economic cost upon 
all other pumping facilities. 

In addition to solving the problem 
of expanding needs, the nation must 
cope with very serious local and inter- 
regional disputes over the allocation of 
existing and projected-water develop- 
ment programs. It is a matter of “feast 
and famine.” Some regions possess a 
large resource potential, whereas other 
areas possess so limited a potential that 
complete development would scarcely 
be sufficient to meet current demands. 
Arizona and California, for example, 
have been locked in battle over the 
division of the water of the Colorado 
River, and the further economic de- 
velopment of either region will be in- 
fluenced by the final disposition of the 
dispute. 

The need for reclamation of addi- 
tional acreage also must be related to 
agricultural productivity and possible 
increases in productivity over time. 
This involves an awkward dilemma. It 
is most difficult to place much faith in 
estimates of productivity improve- 
ments; yet if estimates of reclamation 


The results have been 


need are based upon static assump- 
tions, there may be a gross overestima- 
tion of need. Such estimates may, 
however, be welcomed in some regions 
where they would serve to support 
otherwise insupportable ambitions for 
local development. 


National Policies Affecting 
Economic Evaluation 


An appraisal of the economic value 
or feasibility of a project must begin 
within the framework of crystallized 
social policies dealing with water re- 
sources development. Water use, under 
our reclamation laws, has been tied to 
the goal of fostering a way of life 
through the establishment and support 
of small farms. This way of life may 
not coincide with the most efficient 
use of our national resources, although 
much effort has been directed toward 
demonstrating that it does. Regardless 
of the question of efficiency, interest in 
social structures and particular types 
of economic organization, both rural 
and urban, underlies some of our 
policy decisions. A study of the Central 
Valley Project of California, carried 
out by the Bureau of Reclamation, 
states: 

To the extent that the project leads to 
more general farms, more owner-operation, 
less relative dependence on hired labor, and 
to a less speculative agriculture, it will 
promote rural communities which people 
will find satisfactory to live in and raise 
their families. There will be less social 
stratification among groups within the rural 
communities and less conflict because class 
lines will be less sharply drawn. These will 
be tendencies, not complete changes.® 


*United States Department of the Inte- 
rior, Bureau of Reclamation, Central Valley 
Project Studies, Problem 24 (Washington: 
Government Printing Office, 1949), p. 13. 
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Water projects have also been tied 
to other objectives remote from eco- 
nomic considerations per se. The resi- 
dents of Arizona argue that an ex- 
panded share of the waters of the 
Colorado is necessary to provide water 
for land taken up by World War II 
veterans, and the same justification has 
been advanced in support of other 
projects. Similarly, it has been claimed 
that water resource expansion is neces- 
sary if the unemployed in particular 
regions are to be employed. And going 
one step further, it has been argued 
that projects should be geared to 
future needs for employment. 

Another important national policy is 
found in the flood control and recla- 
mation acts which permit and foster 
unequal distribution of costs in relation 
to benefits. Flood control and naviga- 
tion costs are borne by the nation as a 
whole, whereas irrigation beneficiaries 
are subsidized through the provisions 
of our reclamation laws that permit 
the construction of irrigation projects 
on an interest-free basis and the un- 
equal distribution of costs between 
various beneficiaries. 


Obstacles to Project Evaluation 


There have been several deévelop- 
ments in recent years that have added 
to the difficulties of project evaluation. 
First, many projects that offered large 
economic returns when developed on a 
single or dual purpose basis have been 
exploited. Therefore, as the nation 
moves toward more intensive uses of 
existing resources, and as facilities are 
expanded to include marginal lands of 
doubtful economic worth, there is a 
much greater need for more precise 
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tools of measurement whereby the 
feasibility of proposed projects may be 
determined. Secondly, as whole regions 
are developed and compete for public 
funds, the question to be answered is 
not merely whether a project is feas- 
ible, but rather one of determining 
where the largest gains may be made, 
irrespective of jurisdictional disputes, 
regional jealousies, and conflicting re- 
source uses. Thirdly, and most impor- 
tant, as we move from _ privately 
financed single-purpose programs to 
publicly financed multiple-purpose pro- 
grams, vast complications arise in the 
form of a wide variety of costs and 
benefits associated with basin-wide de- 
velopment programs. It is far less diffi- 
cult to estimate potential power reve- 
nues from a _ single-purpose project 
than to determine the monetary values 
of flood control, salinity repulsion, im- 
proved water transport, gains in public 
health, recreation facilities, increased 
economic stability in a region, and 
numerous other benefits that have been 
traced to multiple-purpose programs. 
The extent and nature of such benefits 
were examined extensively in the Re- 
port of the President’s Water Re- 
sources which 
states: 


Policy Commission, 


. many projects will have their major 
effect on the broad development of our 
social economy. 


. the realizable potentials over and 
above mere avoidance of losses through 
better use of our water resources are enor- 
mous. Economically, these gains would find 
expression in higher national productivity; 
higher national income; improved standards 
of living; increased economic stability; 
more ample supplies of basic foods, fibers, 
forest products, and many other goods 


ies 
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whose production is dependent. on water 
either directly or indirectly. They would 
also be reflected in reduction of costs for 
water, power, transport, forest products, 
and other essential goods and services as 
well as in new industries and better bal- 
anced economies in regions now suffering 
from various imbalances. 

Finally, the assured permanence of our 
resources base would strengthen the foun- 
dations of our culture, institutions, and way 
of life. Improved productivity could relieve 
poverty, malnutrition, and insecurity among 
low-income groups. A widespread sense of 
well-being, hopefulness, confidence in the 
essential soundness of existing institutions 
could be achieved, along with a sense of 
responsible participation. These are social 
values of the highest order.” 

In the eyes of the Commission, there- 
fore, economic effects remote from the 
primary objectives of a project are of 
great importance. In addition to these 
values, the Commission also stresses 
gains which may be obtained when 
losses from misuse, nonuse, or low 
value use of a resource are avoided. 
Measures of such gains would require, 
for example, a dollar estimate of the 
cost of potential flood damage to a 
growing economy over many future 
decades, losses sustained through fail- 
ure to check runoff water from bare 
slopes, losses due to stream pollution, 
losses of recreation facilities, losses re- 
sulting from injured public health, 
losses due to failure to irrigate lands, 
losses of hydroelectric power, and losses 
resulting from salinity encroachment. 


The Cost-Benefit Criterion 


The Commission has stressed the 
need for a comprehensive approach to 


7 President’s Water Resources Policy Com- 
mission, Report, Vol. I, A Water Policy for 
the American People (Washington: Gov- 
ernment Printing Office, 1950), pp. 56-57. 


economic evaluation. Both direct and 
indirect benefits should be measured. It 
states: 


The evaluation procedure should start 
with the measurement of direct benefits 
from and costs of programs, but should be 
supplemented with standard procedure for 
taking account of secondary costs and bene- 
fits. Similarly, values should be assigned to 
public benefits and costs which affect the 
general welfare. This could be accom- 
plished in accordance with a standard form 
of investment appraisal statement for each 
program or project within that program.® 


And again: 


The Commission is convinced that the 
measurement of direct benefits and costs in 
dollars is a basically useful tool in program 
evaluation and project selection, but that it 
must be supplemented by other measures if 
sound decisions are to be reached in the 
public interest. Definite account must be 
taken of the contributions which each proj- 
ect may make to the national income. A 
careful effort must be made to assign some 
value to those public benefits and costs 
which affect the general welfare.® 


The Commission believes, therefore, 
that the solution to project evaluation 
lies in the application of the cost- 
benefit criterion in a manner which 
will establish a nation-wide and uni- 
form evaluation procedure. This pro- 
cedure will determine the ratio of total 
benefits to total costs. The core of the 
Commission’s approach is found in the 
distinction made between financial 
and economic feasibility: 

The relationship between total costs and 
total returns would indicate the extent to 
which the program or project would be 
financially feasible. 

Financial feasibility has been urged by 


some as the determining factor in evalua- 
tion, that is, they believe that all water re- 


8 Tbid., p. 11. 
* Tbid., p. 64. 


62 


sources projects should be self-liquidating. 
This view implies that Federal agencies 
should seek out sound business opportuni- 
ties wherever they may be found in the 
water resources field. 

The basic fallacy in such reasoning is 
that it seeks to transfer to public invest- 
ments the limitations common to private 
investments. The Federal Government seeks 
to conserve and develop the Nation’s na- 
tural resources for the general welfare and 
not for profit. Hence financial feasibility is 
not the same as economic feasibility. Fi- 
nancial costs and returns should be con- 
sidered in analysis, but financial feasibility 
alone should not determine the desirability 
of a program or project. For this reason 
the Commission is recommending that Con- 
gress eliminate the requirement that irriga- 
tion projects show financial feasibility.7° 

The problem of economic feasibility 
of a basin-wide program is that of ob- 
taining a measure, in dollars, of the 
various benefits over the life-span of the 
program. It can be seen with little dif- 
ficulty that the problem is not the same 
and is much more complex than that 
confronted by a private enterprise, 
when the latter must determine feas- 
ibility. Private operators must make 
project feasibility rest upon considera- 
tions of financial feasibility (ie., the 
projects must be self-liquidating). Sec- 
ondary benefits should not be consid- 
ered, since these are irrelevant for 
private investment purposes. It is also 
worth noting again that many projects 
that are financially feasible already 
have been developed on a private or 
public basis. Many of the remaining 
projects may be feasible only if the 
more remote and hitherto nonreim- 
bursable gains spell out economic feas- 
ibility and therefore justify the public 
investment outlay. 


” Tbid., p. 59. 
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The Measurement of Direct Benefits 


The measurement of direct gains, 
however consistently developed and 
weighed, cannot be viewed as some 
high order of conventional accounting, 
procedure. Rather, a true measure 
of benefits involves the broadest type of 
economic analysis. A high degree of 
accuracy cannot be obtained in the 
absence of successful predictions re- 
garding the future rates and types of 
industrial growth within a region and 
a broad knowledge of alternative pro- 
ductive services and their respective 
costs. Predictions of the dimensions re- 
quired must inevitably be based upon 
a wide range of assumptions of a de- 
batable nature. Lack of foresight of 
future needs may leave the nation 
without important basic resources both 
for peacetime and for wartime require- 
ments. Simple projection of existing 
cost and demand relationships may ap- 
pear to be sound and accurate analysis; 
however, the problem is a dynamic one 
and cannot be solved by static meth- 
ods. On the other hand, overoptimism 
in setting benchmarks may result in 
overallocation or misallocation of re- 
sources to programs for which there 
may be little need. 

The measurement of direct gains as 
we know it from experience has been 
a discouraging record. A wide variety 
of loose and inconsistent methods have 
been used, with the result that we can- 
not place very much confidence in the 
results. Oftentimes measures of direct 
gains are based upon assumptions 
which tend to exaggerate the potential 
benefits. Thus, flood losses in some 
instances have been based upon losses in 
particular years and have been pro- 


7 


7 
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jected into the future at their full 
market values for the period chosen. 
This technique may be the best avail- 
able approach; however, reallocations 
of land to different uses, errors in the 
basic surveys, and changing market 
prices over time make these estimates 
rather questionable. 


The Measurement of Indirect Gains 


The Commission points out that 
many indirect or intangible gains defy 
monetary measurement. Yet it is 
argued that insofar as possible a mone- 
tary value should be attached to these 
gains. They are frequently referred to 
as “social” or nondollar values. It 
should be pointed out, however, that 
a resource cost or dollar price must 
be paid in order to obtain such values. 
If, as it is claimed, certain of these 
nondollar values justify a specific ex- 
penditure over and above cost-benefit 
measured primary benefits, the analyst 
may be forced into applying the sci- 
entifically awkward technique of plac- 
ing a price upon what already have 
been described as unmeasurable bene- 
fits. The analyst has drifted into the 
methodologically impossible problem of 
placing precise dollar values upon an 
array of semieconomic and social wel- 
fare objectives remote from the pri- 
mary gains of a program. Furthermore, 
if the questionable proposition that 
secondary and even more remote eco- 
nomic benefits are of greatest impor- 
tance (though unmeasurable) is 
accepted, cost-benefit measures of pri- 
mary gains, however accurate they 
may be, become of limited value in the 
final determination of project and pro- 
gram feasibility. Having gone this far 


in accepting the importance of remote 
benefits, the economist is virtually on 
an equal footing with laymen when 
final decisions must be made. 

Project evaluation is complicated by 
some confusion which arises in connec- 
tion with the meaning of the word 
“benefit.” Part of the confusion arises 
from a failure to distinguish between 
public and private gain. In this con- 
nection, the President’s Commission 
stresses the distinction between these 
gains and indicates the nature of the 
conflict between them: 

This basic conflict between private values 
based on scarcity and public values based 
on plenty lies at the very heart of the.con- . 
servation problem. It is to increase national 
wealth that government invests public cap- 
ital in the improvement of the resources 
base. 

To evaluate conservation programs or 
projects in dollar terms, it would be nec- 
essary to devise accounting techniques 
which would measure the increase in the 
security value of national resources result- 
ing from conservation measures. 


A proper evaluation of the net con- 
tribution of a program to national wel- 
fare, therefore, would involve a com- 
prehensive comparison of the gains and 
losses resulting from the program. An 
increase in the resource base tends to 
reduce the wealth of existing holders of 
land, and to bring benefits to the com- 
munity in the form of lower land and 
crop values as a reflection of the greater 
ease of production. If the analysis is 
carried to its logical conclusion, a water 
project could be shown to lower costs 
(in perpetuity) of agricultural com- 
modities to consumers, but to bring 
losses to existing producers who would 


" Ibid., p. 61. 
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find that the prices of their commodi- 
ties have either been depressed or have 
failed to rise to the heights they would 
have reached in the absence of the ex- 
pansion program. Existing power pro- 
ducers and transport agencies might, in 
a similar fashion, sustain losses because 
of the competition engendered by the 
project. 

The application of the cost-benefit 
criterion also is made difficult by large 
subsidy elements in the work of 
national agencies such as the Bureau 
of Reclamation. The following state- 
ment by a Bureau official indicates the 
nature of the subsidy: 


The Bureau of Reclamation is primarily 
a service of, by and for the western farmer, 
and the first of its objectives is to supply 
him with irrigation water at the lowest pos- 
sible cost. While the dams and other irri- 
gation works we have built and are build- 
ing in the West must pay out partly 
through the sale of water, Congress has 
instructed us to fix water rates within the 
limits of the farmer’s ability to pay. This 
we can do by means of two principles: 
(1) The Government’s subsidy to the 
farmers of interest-free money for repay- 
ment of the irrigation work; and (2) the 
multiple purpose concept whereby other 
users of water, such as domestic and indus- 
trial consumption and the generation of 
power help to pay the cost, and other 
public benefits from the dam, such as flood 
control, are charged to the Government. 
Without these two principles, low-cost 
water to the farmer would be impossible. 


Measurement of costs and _ benefits 
are but a means to an end in this in- 
stance, and although it may be demon- 
strated that full reimbursement based 

“Department of Public Works, State of 


California, Proceedings, California Water 
Conference, 1945, pp. 46-47. 
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upon benefits received is not necessary 
in order to maximize economic welfare, 
the problem of measuring benefits and 
costs is made somewhat more complex 
in the presence of subsidies. A strict ac- 
counting of gains would include private 


gains obtained by farmers purchasing — 


water on the basis of ability to pay and 
gains by consumers who, depending 
upon market structure and Federal 
policies, might obtain agricultural com- 
modities at lower rates. Smaller gains 
would be made by power users who 


oe 


would pay a disproportionate part of © 


the project cost; taxpayers throughout 
the country would bear the nonreim- 
bursable costs on the assumption that 
the public benefits exceed these costs. 

The argument that water projects 
will forestall increased cost of food and 
other farm products is a very popular 
one for project justification. However, 
if we assume, somewhat naively, that 
our national policies actually are di- 
rected toward keeping farm prices low, 
the measurement of this benefit entails 
considerable knowledge of demand and 
supply relationships for many commod- 
ities throughout the full amortization 
period of the project. 

In the same connection, rational use 
of our national resources involves not 
only a determination of whether dollar 
gains are equal to dollar costs, but 
rather, whether the lowest cost ap- 
proach has been used to attain a worth- 
while objective. Many reclamation 
projects involve an initial capital ex- 
penditure of $300 to $500 per acre, and 
operating costs must be borne there- 
after. Granting the need for agricul- 
tural expansion, the question arises 
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whether other land than that which 
requires irrigation or drainage can be 
brought into use or restored to effec- 
tive use at lower initial and subsequent 
operating costs. 

Other indirect benefits difficult to 
measure grow out of the provision of 
low-cost power (despite the dispropor- 
tionate share of cost assigned to the 
users of power). These benefits may in 
competitive market structures reduce 
the costs to consumers of many prod- 
ucts where power costs are a significant 
part of total costs, or where local in- 
dustries, established because of the ex- 
istence of power, may gain significant 
economies through the elimination of 
some transport and: marketing costs. 

The obstacles to assigning appropri- 
ate dollar values to the indirect gains 
traceable to irrigation facilities, power, 
flood control, recreation facilities, sani- 
tation, and the many other benefits 
involved in basin-wide programs make 
the cost-benefit criterion a most diffi- 
cult mechanism by which to determine 
program and project feasibility. The 
criterion possesses the same inherent 
barriers to effective economic welfare 
measurement that are present in com- 
petitive price theory. The dollar is the 
only practicable measure of costs and 
benefits, yet we must recognize that this 
measure is a very unstable one however 
cautiously it is applied. As a measure, 
it also glosses over the incommensur- 
ability of economic gains obtained by 
various individuals and groups as com- 
pared with losses sustained by others. 
Because of this problem, large errors in 
actual gains and losses are likely to be 


present in standardized tabulations of 
dollar gains and losses. 


Summary and Conclusion 


The rapid growth of the American 
economy within the last decade is an 
ample indicator of the need for poli- 
cies, local and national, based upon the 
assumption of an expanding economy. 
This expansion cannot take place, how- 
ever, without a proportionate expan- 
sion of the resource base, including the 
nation’s water resources. 

There is greater need than ever be- 
fore for the application of sound eco- 
nomic principles to the problem. In the 
past, many projects were quite feasible 
on a self-liquidating or financial basis, 
and private enterprisers were able to 
undertake the projects with profit. We 
now face a more difficult problem. 
Many of the remaining projects may 
prove feasible only if attacked on a 
basin-wide basis and with the intent to 
maximize all possible sources of benefit 
of a direct and indirect nature. Project 
feasibility, however, hinges upon ac- 
curate methods of measurement of all 
gains, and indirect benefits in particular 
are exceedingly difficult to measure 
with any degree of certainty. On the 
other hand, if national policy is based 
upon what appears to be the business- 
like procedure of measuring only direct 
benefits, the measure will exclude many 
important gains which defy dollars-and- 
cents measurement. 

Past experience indicates that water 
resources programs have been initiated 
in a haphazard fashion, reflecting politi- 
cal pressure groups, interagency rival- 
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ries, and regional jealousies. There is 
great need for a standardization of 
methods of appraisal and consistent pol- 
icies based upon the economic welfare 
of the nation as a whole. Despite the 
many controversial issues involved in its 


approach, the President’s Water Re- 
sources Policy Commission has pointed 
the way. Uniform measures and com- 
prehensive studies of the need for and 
the probable results of proposed proj- 
ects are very much in order. 


